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HAPPY NEW YEAR! BUSINESS BUDGETING AND 
NSBB BEGIN ANOTHER EVENTFUL YEAR 


With this issue, Business Budgeting begins its fifth 
year of publication, as the National Society For Business 
Budgeting enters into another eventful year. 


This particular issue presents highlights of the National 
Conference held in May, 1956, in Cleveland. Most of the 
principal speeches are presented herein, in article form. 
We regret that it has not been possible to present the 
scripts of the several Functional Meetings at Cleveland, 
due to limitations of space. All of the sessions were 
highly interesting and instructive. 


The editors for the coming year earnestly solicit the 
cooperation of all Chapters, in receiving contributions 
for the magazine according to the agreed schedule. 
Please send your technical articles to G.A. Blair, and 
your news material to L.P. Haverkamp. Requests for 
extra copies, back issues, etc., are to be directed to 
M.C. Aichholz. 


i 
s 
f 
i 


: i 
t 
I 
\ 
I 
tie, 
| 
t 
4 | 
1 
| 
1 
| 


A MESSAGE FROM THE NEW NATIONAL PRESIDENT, NSBB 


One should probably undertake a job such as President 
of the National Society for Business Budgeting with a 
certain amount of apprehension; however, the tremendous 
impetus which has been given to this organization in the 
last few years, coupled with the real interest demon- 
strated by everyone in the organization, makes it natural 
for us to start this new year with considerable confidence 
in further progress. 


Actually, last year’s progress was so outstanding that 
it now appears that one of our most pressing problems will 
be that of organizing the abilities of our people to meet 
the challenge of a society which is now, in fact, national 
in scope. This was accomplished with the very recent 
addition of the San Francisco and San Diego chapters 
which, along with St. Louis, Tri-Cities, Canton, and 
Detroit, comprise the six new chapters added during the 
past year. Mr. R. V. Millar, who did such an outstanding 
job as Secretary during the 1955-56 year, has accepted 
the chairmanship of a special committee to recommend to 
the Board of Directors the changes necessary over the 
next few years to enable us to operate as a National 
organization. We are assured of further growth because 
Mr. H. C. Mason, a nominee for Vice President, and whose 
record speaks for itself, has again accepted the chairman- 
ship of the Chapter Formation Committee. 


At the Board Meeting preceding the National Conference 
in Cleveland, the Research Committee, again to be under 
the chairmanship of Dewey Borst of the Milwaukee 
presented a report which helped greatly to clarify the 
Research picture. We are now convinced that we should 
go forward with the textbook project started last year, 
but we also know now that it is a very difficult and time- 
consuming job which cannot possibly be completed for at 
least another two years. It is laudable to be optimistic, 
but the textbook project is a momentous undertaking, 
particularly when it will be primarily done by volunteers 
who have full-time jobs of their own to attend to. Dr. 
W. D. Knight of the University of Wisconsin has agreed 
to edit the publication, but he, too, has other pressing 
responsibilities, and, of course, cannot complete his job 
until work has been passed along to him in at least semi- 
finished form. 


It will be noted that we now have an Educational 
Committee. For the time being, this committee will 
operate under the chairmanship of Mr. C. P. Reynolds, 
another of our Vice President nominees. We feel that 
one of the most important functions of the Society is to 
further the interest of the faculty and students of our 
colleges and universities in the field of budgeting. 
Much progress has, been made in the individual chapters, 
but much more can be done if the efforts are coordinated 
at the national level. 


We feel that the decision to consolidate the publications 
of the Society into one magazine was a progressive 
decision. One of the most important reasons is that it 


4. D. McGuire 


has allowed Glenn Blair and his assistant Larry Haverkamp 
to concentrate their efforts and to improve the caliber 
of our one publication. Glenn and Larry have again agreed 
to publish BUSINESS BUDGETING and for that we are 
most grateful, because it could not possibly be in better 
hands. 


Elsewhere in this publication can be found a complete 
list of the committee chairmen for the coming year. There 
may well be additions to this list as problems arise, 
and if so, they will be announced in the news section of 
a subsequent issue of BUSINESS BUDGETING. We also 
hope to begin to make use of the abilities of the members 
of the new chapters on these committees. 


At this time last year, Buck Mauck said that he hoped 
to be able to look back on the year 1955-56 and be able 
to see a significant and continuing accomplishment of 
the Society’s objectives. Certainly that hope has been 
realized. With the help of all of our members, I am con- 
fident that that progress will be continued, but I cannot 
overlook this opportunity to urge all of you to contribute 
to the Society all of the time and effort you can afford. 
Additional chapters and qualified new members, frequent 
and interesting issues of BUSINESS BUDGETING, out- 
standing programs and presentations at both chapter and 
national level, timely and constructive contributions to 
the textbook project, and a real interest in the general 
stature and reputation of the Society should be the con- 
cern of all of us. And if we make it so, we cannot fail in 
our efforts to make the National Society for Business 
Budgeting a ranking organization in the total field of 
service to American management. 


WDM:ve W. D. McGuire, President 
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ACHIEVEMENT OF PROFIT OBJECTIVES THROUGH REPORTS 


By: Frederick J. Muth 
Assistant to the Controller, Armstrong Cork Company 


Never underestimate the power of a report; many a good budget system could be made better by a more comprehensive 
reporting program. A case history article, based on a talk presented at the NSBB National Conference in Cleveland, 


May, 1956. 


The Armstrong Cork Company has an annual sales 
volume of approximately $250,000,000, employs 15,000 
people, and has 18 manufacturing plants. It supplies 350 
different products to three major markets -- building 
materials and flooring products, industrial specialties, 
and packaging -- through five major divisions. The 
company is decentralized to the divisional level, from 
which point it is highly centralized, recognizing that 
responsibility for return on divisional investment is 
delegated to the divisional manager. 


The divisional manager directs the production and 
distribution of the products within his division and does 
not expect interference from top management, beyond the 
point of common counseling, on decisions as to both 
manufacturing and sales matters unless they conflict 
with over-all company planning. This proper delegation 
of profit responsibility is often difficult for top manage- 
ment groups to achieve, but it is a ‘‘must’’ under the 
return-on-investment theory. 


Our company adopted the return-on-investment measure- 
ment in 1950. Today it is our basic working tool in 
planning and striving for the best results possible. All 
other working tools and controls in our business, such as 
those provided by production and inventory planning, 
engineering of all kinds, accounting, purchasing, and 
sales promotion, are designed to improve the return on 
investment. Since they are so designed, we would stand 
to lose a major part of their effectiveness if objectives 
were to be stated in terms of growth, share of markets, 
or well-rounded lines, or in any other terms rather than 
return on investment. 


FIRST: An Educational Program 


Six months prior to the adoption of this measurement of 
managerial efficiency in 1950, an educational program 
was developed by the Controller’s Office to insure com- 
plete understanding of the theory and its implementation, 
by all staff members, divisional and product sales 
managers, and the production departments. At this time 
Sales and Production were separate departments, each 
reporting direct to the President’s Office. During this 
development period it became apparent that this organi- 
zational structure threw the total responsibility for 
profits into the President's Office. 


While it is common practice in a large company to 
maintain an organization chart, it is a rare thing to find 
that the responsibility for profit has been spelled out 
and assigned to specific individuals. The sales manager 
knows that he is expected to sell in such volume as to 
utilize the factory capacity. 


The production manager understands that he is ex- 
pected to schedule and produce so as to serve these 
sales adequately. Both are expected to operate in such 
a fashion as to produce a profit. It the responsibility for 
profit has not been placed, failure to operate profitably 
is usually explained by the sales manager as the fault 
of the factory; the quality is poor, the scheduling is bad 
(resulting in unsatisfactory deliveries), or factory costs 
are too high. 


The factory manager claims that the sales manager 
has failed to sell the expected volumes, he concentrates 
on unprofitable items, the sales mixture and order size 


make efficient production impossible, or there is un- 
reasonable insistence on breaking into established pro- 
duction schedules in order to meet customers’ demands. 


This throwing of blame for failure back and forth over 
the fence which divides these two areas of operation 
will cease only when top management appoints as arbiter 
an individual in whom, at the same time, it places re- 
sponsibility for profit. In making this move, the selected 
individual should be advised of the capital employed in 
his area of responsibility, the level of return on invest- 
ment which the management regards as satisfactory for 
the present, and the goal in return toward which operations 
are to be directed. 


Two-Fold Performance Policy 


This individual must understand, first, that his per- 
formance under this responsibility will be measured by 
his success in attaining the established goals and, 
second, that his compensation will be commensurate with 
his performance. Once stated, this policy must be adhered 
to rigidly. Deviations from the established goals of 
return on investment cannot be explained away on the 
basis of all the untoward happenings encountered during 
the year. It is expected that the individual selected to 
fill the position of profit responsibility will evidence the 
Capacity to surmount the difficult and stay on the agreed- 
upon course. 


In concurrence with this thinking, it was decided that 
divisional managers should be selected for each major 
market which our company serves. These divisional 
managers were given responsibility for the production 
and sale of all products falling within their market area. 
This reorganization required, of course, careful and in- 
telligent planning, but it was amazing how quickly the 
pieces fell into the proper places. 


Classification of Products 


An important part of this change to a new management 
approach was the setting of goals in return -- both short 
and-long-range. These individual divisional goals set by 
the President’s Office, with agreement of the respective 
divisional manager, evaluated past performance and 
future potential and included a reasonable task. Because 
of the many products inthe Armstrong line, it was recogniz- 
ed that the approaches to improvement in return would 
necessarily differ. As a guide for management planning, 
the President’s Office suggested that all products be 
classified under three categories: (1) those earning a 
relatively high return, (2) those earning a modest return, 
and (3) those earning an unsatisfactory return or showing 
a loss. 


Obviously, the objective in dealing with commodities 
in Category 1 is to play to strength, to increase the 
share of the company’s business that is done in these 
profitable enterprises. This is implemented by strwing 
to increase sales volume through special sales effort, 
advertising and promotion, and investment for increased 
productive capacity where it can be sold. These com- 
modities receive intensive research to develop new uses 
and markets. They also are studied to analyze character- 
istics whichcan possibly be matched in other commodities 
to promote the development and offering of companion 
products or other items serving the same or similar markets. 


Items in Category 2 are studied to seek ways by which 
they might be moved into the more profitable Category 1 
through some combination of the following approaches. 


1. Cost reduction. 

2. Sales pressure for increased volume. 

3. Higher sales prices. 

4. Reduction in capital employed through reduced in- 
ventory of finished goods, goods in process, and 
raw materials, simplification of product lines, 
obsolescence of unnecessary equipment, etc. 

5. Elimination of the least profitable items, especially 
loss items, if any, within the commodity or 
product line. 


Any commodity or product group in Category 3 is a 
drag on the company, since it represents capital and 
effort that do not provide an adequate return to insure our 
future strength, stability, and growth; therefore, all 
products in Category 3 are kept under close scrutiny in 
an attempt to achieve, as promptly as possible, either a 
satisfactory rate of profit or elimination of the commodity. 


The Importance of Reports 


In the operation of a business enterprise, just as in 
any other area of human endeavor the future is dependent 
upon soundly conceived plans which have been drawn 
from an admixture of past experience and courageous 
forward looking vision. But, plans alone are not enough. 
They will not mature unless nurtured by management 
follow-up. Hence, the ability to insure that profit ob- 
jectives are attained will in turn depend, in no small 
part, upon the clarity and intelligence with which the 
accountant’s reports are prepared. Properly developed, 
these reports will focus management’s attention on 
performance of the operational areas where responsibility 
for the achievement of the planned profit objective is 
delegated. 


This article presents a practical application of re- 
porting techniques, somewhat simplified, but as used by 
the Glass and Closure Division of the Armstrong Cork 
Company. These reports are designed on the principle 
that if program objectives are to be achieved, a continuing 
evaluation of actual versus scheduled results is a 
*tmust’’. Such evaluation requires a reporting system 
designed to integrate sales and production efforts toward 
the common goal of an adequate return on the funds in- 
vested in the business. 


This integrated reporting system recognizes four 
factors as essential gwiling principles. The first of 
these relates to properly organized management. In order 
for any reporting system to be effective, the organization 
which it serves must be aligned to provide full placement 
of responsibility for performance against the profit 
objective. The organization structure served by our 
system is diagrammed in Exhibit I. 


Vice President 
and 
General Manager 
it 
| 
General Production 
Sales Manager Manager 
Sales Managers Plant Managers 
Commodity 1 Mgr. Plant A Mgr. 
Commodity 2 Mgr. Plant B Mgr. 
Commodity 3 Mgr. Plant C Mgr. 
Commodity 4 Mgr. Plant D Mgr. 
EXHIBIT I 


The staff functions, such as accounting, production 
planning, traffic, etc., are not shown on this diagram, 
because it is intended to confine this discussion to the 
use of reports by persons on which actions and decisions 
ultimate profitability will depend. To be sure, these 
people must receive intelligent guidance and counsel 
from the staff departments, but the final responsibility 
for direct action lies in their hands alone. The account- 
ant’s first job is to ‘‘sell’’ top management on the need 
for reorganization along clearly drawn lines of respon- 
sibility, if such an organization does not already exist. 
Otherwise, his reports will be ineffective, regardless of 
of their technical proficiency. 


Accounting Techniques Must Be Sound 

The -econd factor requires that the accounting 
techniques be soundly conceived. In developing the 
system, the iccoyntant should be guided by the simple 
principle of idopting the best techniques extant, com- 
patible witht. > business he serves. We use direct costing. 
We believe i: to be most advantageous because it adds 
Significance t the profit statement through emphasis on 
the relationshi, of profits to sales volume. Direct costing 
also provides the advantage of recording profits which 
reflect liquid funds available for use, since profits 
are geared to sales volume, and are relatively unaffected 
by production volume. 


Third, it is necessary to have an effective index for 
measuring the adequacy of profits. The measurement of 
profits should be in terms which are consistent with 
sound financial practice. We measure the adequacy of 
profits by theis relationship to the capital employed in 
the business. The basic question to be answered is, 
*‘What return are we earning on the assets invested in 
this business?’’ 

Fourth, is the dove-tailing of information, which might 
be referred to as integrated data. The system must 
provide reports which are integrated with the profit 
objective and with each other, We refer to the plans by 
which the profit objective is formulated as the ‘‘fore- 
cast,’’ All reports are designed to show performance 
against this forecast. In addition, the actual operating 
results and deviations from the forecast, shown on the 
profit statement, can be readily traced to the subordinate 
operating reports, 


The Forecasting Procedure 


Discussion of the reporting techniques used by the 
Glass and Closure Division of Armstrong Cork requires 
a brief description of the forecast, since it is the bench- 
mark without which the reports would lose their profit 
motivating value. The broadly significant components of 
the forecast, listed in the order of preparation, are: 


1. A sales forecast, prepared by the sales manager with 
the assistance of the branch sales managers and 
the company economist, subject to approval of the 
top Company management. 

2. A production forecast geared to the sales forecast 
and developed under the guidance of production 
planning personnel. 


3. Standard purchase rates for raw materials and 
supplies, determined by the purchasing department 
with assistance from the company economist. 

4. Direct factory cost standards and period expense 
budgets, established by plant engineers, foremen, 
and other affected department heads, subject to 
approval of the plant manager and general pro- 
duction manager. The factory cost forecast is made 
to coincide with the principles of direct costing 
techniques. 

5. Selling and administrative expense budgets de- 
veloped by sales managers and departmental super- 
visors, subject to approval of the divisional man- 
agement. 
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The Controller’s Office is directly involved in the 
development of each of these components and is charged 
with responsibility for final preparation and submission 
of an integrated profit forecast. This responsibility in- 
volves, among other things, an appraisal of the soundness 
and reasonableness of the profit objective, based on 
past performance, current operating practices and economic 
interpretations of future plans. After acceptance by top 
management, the profit forecast becomes the measuring 
device for all phases of the business. It is built by 
month for each month of the two-six-month forecasting 
periods, beginning with January and July of each year. 
The monthly detail has been found necessary to give 
consideration to the seasonal pattern of business. 


Controls Emphasize Effectiveness 


The reports against the forecast are designed to 
emphasize the effectiveness of selling effort, the control 
over operating costs, and the management of capital. 
Their use will be illustrated by presenting a hypothetical 
case study of a month’s operating results of the Artmold 
commodity--one of the Glass and Closure Division product 
lines. ‘‘Artmold’’ is the registered trademark for Arm- 
strong’s molded bottle and jar closures. The closures, 
or caps, are both compression and injection molded from 
thermosetting and thermoplastic compounds, in a wide 
range of sizes from 8 mm to 100 mm in diameter. The 
caps are lined with many different types of lining 
materials, depending on what is required for the end 
use of the cap. Despite the individual characteristics of 
the business, the report forms are identical with those 
of all other Glass and Closure Division products. 


Profit Statenent* 
GLASS AMD CLOSURE DIVISION 


ARTMOLD Caps 
Month of March 
Forecast s 
MET GALES $290,000 100.0 $900,000 100.0 
Std. Direct Cost of Sales 185,900 &.1 200,000 6.7 
Direct Cost Variances 
Efficiency (8,000) (2.8) 4,000 1.3 
Actual Direct Cost of Sales 191,900 66.2 196,000 65.4 
GROSS MARGIN 98,100 33.8 104,000 4-6 
Mamufac Period Cost 52,000 17.9 *¥ 16.7 
Plant Misc. (Income) Expense (500) +2) 500 (.2) 
Selling Expense 16,000 5.5 16,000 5.3 
Administrative & Other Expense 10,000 34 10,000 3.3 
PROFIT BEFORE TAX 20,600 7-2 28, 500 9.5 
PROFIT (LOSS) AFTER TAX 9,900 3-4 13,700 4-6 
Capital Buployed and Turnover 1,320,000 2.6 1,450,000 2.5 
ON CAPITAL EMPLOYED 2.0% pees, 
ACTUAL DEVIATION FROm FORECAST 
PROFIT BKPORE TAX - Gein or (Loss) (7,900) 
Due to: Gales Price - 
Sales Volume (3,400) 
Sales Mixture - 7,900 
Sales Mixture Int. Go. 
Production Efficiency (214,000) 
Rew Material Prices 2,000 


*actuel form has yeer-te-date columns at right. 


The report which implements the system is the profit 
statement shown in Exhibit II. (In the interest of sim- 
plicity, this and the other exhibits do not include year- 
to-date figures.) In addition to Artmold, this division’s 
operations are broken down into some eighteen separate 
product lines, manufactured at five separate manufactur- 
ing plants. Profit statements are developed for each of 
these on a pro-forma basis, similar to those which would 
exist if each unit were operated as an independent business. 
The profit statement is the only report on this commodity 


received by the vice president of the division. A com- 
plete summary of operations, it serves as the principal 
medium by which he can apply coordinated direction 
to the business. 


In addition to general management, each plant manager 
and each sales manager receives this sales and profits 
report for the product lines with which his activities are 
associated. We believe that each member of the manage- 
ment team should be familiar with the effect of his per- 
formance on profits. This requires familiarity with the 
profit statement, as well as the specific functional re- 
ports covering his area of responsibility. By this means, 
profit perspective is created. Profits become the common 
denominator, uniting the various segments of management. 


Role of Direct Costing 


The role of direct costing is apparent in the report 
format of the profit statement. It permits the changing 
characteristics of the profit volume ratio (gross margin) 
and the contraction and expansion of the period expense 
as a percentage of sales volume, to be shown in true 
perspective. More importantly, these details become a 
matter of record on the published report, a factor which 
tends to motivate management action to a far greater 
extent than the beautifully lighographed break-even 
chart which usually comes to rest in the bottom drawer 
of the executive’s desk. Furthermore direct costing 
eliminates the mathematical intricacies of determining’ 
the effect on profits of inventory increases or reductions. 


The eye-arresting figures on this report are those 
designated, ‘“‘Return on Capital Employed,’ the index of 
profit adequacy. In our example in Exhibit II it will be 
seen that a return of 11.3 per cent was forecast for 
March, while actual results yielded only 9 per cent. A 
quick glance at the sales and cost figures, actual versus 
forecast, indicates the general reasons for this deficiency, 
but, in order to avoid generalizations, a specific analysis 
of profit deviation is shown on the bottom portion of the 
report. This permits immediate recognition of performance 
against the forecast, by area of responsibility. When there 
are unusual deviations from the forecast, for which 
direct responsibility cannot be placed--such as the cost 
of a general wage increase--they are shown as separate 
items in this analysis. 


The figures in the deviation statement in Exhibit II 
indicate a loss of $3,400 in profits against the forecast, 
due to sales volume, and a gain of $7,500 due to sales 
mixture, or a net improvement of $4,100 resulting from 
the selling effort. The comprehensive report covering 
performance of the sales manager, from which this in- 
formation is derived, is known as the Analysis of Sales 
and is shown in Exhibit III. Consistent with the direct 
costing philosophy, this report emphasizes the importance 
of the relationship of profits to volume, referred to as 
the ‘‘p/v ratio.”” 


Profit Deviation Computation 


The profit deviations are computed by the following 
formulas: 


1. The net sales increase (or decrease) against fore- 
cast times standard p/v ratio + profit gain or (loss) 
due to dollar volume of sales. Applying this to the 
Artmold commodity for March we get: ($10,000) 
x 33.3 = ($3,400) 


2. Actual net sales times (actual p/v ratio = forecast 
p/v ratio) = profit gain due to sales mixture. Apply- 
ing this to the Artmold commodity for March, we get: 
$290,000 x (35.9 - 33.3) = $7,500 
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The profit deviation section of the profit statement 
also includes a line designated as ‘‘sales price.’’ This 
is used to reflect changes to forecast profits only on the 
occasion of a general price advance or decline affecting 
the entire price list. 

amlysis of Sales 
GLASS AND CLOSURE DIVISION 
ARTMOLD CAPS 
Month of March 


Unit Price of Std. 
Actual 
11-283 Caps 36,000 $ 4.87 $175,400 58.5 37.0 
12-383 2,500 23.75 40.0 
13-283 Parte 100 6.00 6,000 2.0 41.0 
200 1.00 22,000 7.3 32.0 
oe 100 24.00 24,000 8.0 38.0 
13-278 Parts 1,100 22.00 13,200 44 45.0 
Gross Sales 40,000 7.9 300,000 100.0 38.0 
Freight 7,000 2.3 
Disc. & Allowances 3,000 1.0 
Forecast 
8 38,000 $ 5.75 $219,440 70.6 35.0 
2,000 24.00 48,000 15.4 39.0 
13-283 Parts » 4-00 1,200 4 38.0 
272 Caps 2,000 12.00 24,000 7.7 33.0 
are Covers 90 24.00 16, 560 5.3 40.0 
13-278 Perts 180 10.00 1,800 6 42.0 
Gross Sales 42,900 7.25 311,000 100.0 35.5 
Freight 8,000 2.6 
Disc. & Allowances 3,000 1.0 
Total Net Sales 300,000 33.3 


ANALYSIS OF EFFECT OF DEVIATION FROM 
SALES FORECAST ON PROFITS BEFORE TAX 


Gain or (Loss) due to: 


Volume = ($10,000) x 33.3 = ($3,400) 
Mixture = $290,000 xX (35.9 - 33.3) = 
Total 


ferm hes yrar-te-dete ceolumes et right. 
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The substantial improvement in sales mixture over that 
forecast for the Artmold commodity in March is readily 
discernable from the detail of Exhibit III. For example, 
it obvious that there was a generally heavier percentage 
of sales in wide margin items. More specifically, the 
heavy volume of business done in the caps described as 
11-283 (a code description used to facilitate mechanical 
tabulation of invoices) contributed a heavier margin than 
anticipated, despite a drop in the average price of the 
mixture sold. 


If the March mixture pattern can be sustained--and 
future sales programming should certainly be reviewed 
with this as a goal--the earnings outlook from a sales 
standpoint will be brightened considerably. We find that 
this report places the sales factors and their effect on 
profits in proper perspective and stimulates selective 
selling. 


The deviation section of the profit statement indicates 
a production efficiency loss of $14,000 and a raw material 
price gain of $2,000. The derivation of these figures is 
shown on the plant cost summary reports shown in Exhibit 
IV. There are two departmental cost centers involved in 
the manufacture of Artmold Caps and it is the sum of 
costs in these two departments that finds its way to the 
profit statement. 


Both are illustrated in Exhibit IV where the differences 
between the two sets of ‘‘actual’’ and ‘'allowed’’ total 
columns total $12,000. It should be noted that a cost 
summary is prepared for each departmental cost center 
and for the plant as a whole. The departmental report is 
distributed to the foreman, the plant manager, and the 


production manager. Significant comments relative to the 
performance are placed on the reverse side of the reports 
by the plant controller, under whose jurisdiction they 
are prepared. 


MOLDING DEPT. FINISHING DEPT. TOTAL 
Description sllowence __actusl Allowance Actua). Allowance 
Std. Dir. Cost of Prod. 115,000 115,000 65,000 65,000 180,000 180,000 
Variances - Gain (Loss) 
Production Variances 
Material util. 1,700 1,400 3,000 2,000 ogee 3,400 
Direct Labor - Eff. 500 - 4,500 4,000 
Se (300) - 800 
(800) (200) (800) (200) 
Total Prod. Variances 1,000 1,400 (9,000) 2,600 (8,000) 4,000 
Purchase Variance 2,000 - - - 2,000 - 
act. Dir. Cost of Prod. 112,000 113,600 62, 400 186,000 176,000 
od Expense 
11,000 11,000 6,400 6,000 17,400 17,000 
Indirect Labor 3,200 3,400 2,600 2,500 5S» 5,900 
Maintenance 7,000 6,000 3,000 —- 10,000 8,000 
1 Pover 200 
8,000 8,000 4,900 4,900 12,900 12,900 
Bap Benefits 2,500 2,400 2,500 2,500 $,000 4,900 
Other 
Total Period Expense 32,400 31,500 19,€0 18,500 52,000 90,000 
Misc. (Inc.) Expense (500) (500) (500) (500) 
Total Cost of Prod. 143,900 144,600 93,600 80,900 237,500 225,500 


ANALYSIS OF EFFECT OF DEVIATION FROM 
PRODUCTION FORSCAST ON PROFITS BEFORE TAX 


Gain or (Loss) due to: 
Production Efficiency 


Direct Cost $(12,000) 
Period Cost ( 2,000) 

Purchasing 
Total 12,000 


*In Actual practice, there is « separate report for each 
department, with en figures at right. 


An examination of performance in the Artmold Finishing 
Department, the center column of Exhibit IV, reveals 
that the actual cost of production in March was $12,700 
higher than allowable costs under the forecast. The 
allowance is geared to the actual activity level which, 
in turn, is expressed as the standard direct cost of 
production. The standard direct cost of production is 
obtained in the conventional manner, by applying standard 
allowance rates to the productivity factors, For example, 
if the direct labor standard is $2 per machine hour and 
the department operated 10,000 machine hours, the 
standard direct cost of the labor component of production 
would be $20,000. When added to the standard direct 
material and standard direct expense components, the 
result is the standard direct cost of production. 


Tracing Major Production Problems 


In the example of the Artmold Finishing Department, 
it will be seen that this amounts to $65,000 in the month 
of March. At this direct cost level, we expected to gain 
$2,000 against the material utilization standards, and 
break even against the direct labor standards. That we 
failed in this objective is apparent in the illustration--in 
fact, of the $14,000 total profit deficiency shown on the 
profit statement as attributable to production efficiency, 
$9,500 of the total will be found in these two accounts. 
In this way, the major problem confronting management 
from a production standpoint has been traced from the 
profit statement directly to its source. 


The purchasing variance in the plant cost summary 
reflects the aggregate variation between standard and 
actual purchase rates on the raw material items purchased 


Plant Cost Sumary* 
ARTMOLD CAPS 
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during the month and such differences are recorded on 
the profit statement deviation section as being due to 
‘‘raw material prices.’’ This variance is supported by 
supplemental detail, listing the items of raw material 
purchased during the month and showing the actual 
costs in comparison with the standard costs. 


Control Budgets Maintained 


Consistent with the direct costing philosophy, the top 
half of each plant cost summary covers analysis of 
direct costs, while the lower portion of the report com- 
pares actual period expenses with those allowed at the 
activity level experienced for the month. Control budgets 
are maintained for each of the sources of period expense 
and are reported upon in a subsidiary report held at the 
departmental and plant level. The budget details are 
expanded or restricted, depending on departmental re- 
quirements. For example, maintenance labor may be 
classified as machine maintenance, building maintenance, 
tool maintenance, etc. Effective use of the information 
in controlling costs, and hence, improving profits, is the 
governing factor in the preparation of subsidiary reports. 
In our illustration of the Artmold Finishing Department, 
the outstanding item requiring attention is the higher 
than anticipated cost of maintenance. 


Miscellaneous income or expense involves the sale of 
scrap materials, obsolescence charges, and other items 
not directly related to current manufacturing operations. 
Such items are considered in the same category as a 
period cost. 


The ultimate measuring stick of profits in our system 
is the return on capital employed. Therefore, along with 
the sales and cost factors, it is equally important that 
the reporting system supply information pertinent to in- 
telligent management of capital. Exhibit V illustrates the 
report used for this purpose. Like the profit statement, 
the report on capital employed is distributed to each sales 
and plant manager for the commodities, with which he is 
associated. Also like the profit statement, its primary 
purpose is to supply information which will generate 
cooperative action. Items such as stockholders’ equity, 
surplus, and certain liabilities are identifiable only with 
the company or division enterprise, precluding the 
preparation of a formal commodity balance sheet. However, 
the assets of the division and company are, for the most 
part, simply the sum of the capital employed by its in- 
dividual commodity enterprises. It is for this reason 
that management of capital and an adequate return thereon 
is emphasized at the commodity level. 


In constructing Exhibit V, the balances in the asset 
accounts at the end of the month are listed on the left 
hand side. As one month’s report is placed in the report 
folder over that of the previous month, the extent of 
change in the asset accounts from month to month is 
revealed. With the exception of cash, these account 
balances are specific to Artmold and to all other individual 
commodity groups. Cash is assigned to the commodity 
as a percentage of total cost, the percentage representing 
a predesignated standard deemed necessary to sustain 
normal operations. The average of three-month-ending 
balances in the capital accounts is used to measure 
current month’s operations. This prevents distortion to 
the return, which might be created by using monthly 
figures as a measuring stick when the latter are abnormally 
affected by marked changes in the capital accouns 
during the month. 


Turnover of Receivables 


The bottom part of the capital employed report shows 
the percentage of each class of assets to projected 


Capital Employed Report 
GLASS AND CLOSURE DIVISION 
ARTMOLD CaPsS 
End of Month Quarterly Year to 
— Average Date Ave. 
Deocription 
$ 195,000 Cash $ 200,000 
180,000 Accounts Receivable 170,000 
Inventories 
190,000 Finished Stock 210,000 
70,000 Goods in Process 65,000 
30,000 Raw Materials 40,000 
40,000 Other 35,000 
330,000 Total Inventories 350,000 
595,000 Property, Plant, Equipment 600,000 
$1, 300,000 Total Capital Baployed $1,320,000 
Month of 
Zear_te Date 
Net Sales - Projected to Annual Basis $3,480,000 
3.0. 3.0. 
Cash 5.7 17.4 
Accounts Receivable 4-9 2.5 
Inventories 
Finished Stock 6.0 
Goods in Process 1.9 
Raw Materials 1.1 
Other 1.0 
Total Inventories 10.0 1.0 
Property, Plant Bquipment 17.2 5.8 
Total Capital Baployed 37.8 2.6 


*Used to measure current months' profits 
**Used to measure year-to-date profits 
EXEIBIT 


annual net sales, as well as the rate of turnover of each 
in relation to sales. These ratios are used primarily to 
develop trends and to reveal performance which can be 
measured against predetermined plans. The credit manager 
and sales manager will work together toward correcting 
adverse trends in the turnover of receivables. 


Production planning personne! and sales management 
may decide that finished stock inventories--because of 
the custom-modeled aspects of the business--should be 
held at a level equivalent to about two-and-a-half to 
three weeks of sales. At standard inventory values of 
the broad gauge mixture normally sold, this might amount 
to between five and seven per cent of net sales. A 
disclosure of deviation from this pattern would require 
explanation and immediate corrective action, unless some 
soundly conceived plan is substantially built or reduced 
inventories for one reason or another had been established. 


Through this report plant and sales management be- 
come aware of the importance of fixed capital invested 
in plant, property, and equipment, reviewing the effect 
of planned investment additions on profits, as expressed 
by the return on capital. In order to obtain profit per- 
spective, reduced turnover is correlated with increased 
profits on sales if the investment contemplates cost 
reduction, and increased turnover is correlated with 
existing margin on sales if the investment is predicated 
on expanded sales volume. Briefly, this report gives an 
insight into the components of capital on which the 
adequacy of profits is gauged, and thereby activates 
management control. 


Inherent in the development of the system discussed 
here is the definition of the word, report, as ‘‘an 
authorized or required return to a superior.’’ The impor- 
tance of control data which can be effectively utilized 
by the lower echelons of management must not be over- 
looked and it should be mentioned that such data and 


(Continued on Page 24) 
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EFFECTIVE COMMUNICATIONS IN A CHANGING WORLD 


By: Dr. Warren A. Guthrie 
Chairman of Speech Department, Western Reserve University, Cleveland, Ohio 


A non-technical article on a non-technical subject ... yet one of the most constructive articles ever to appear in Business 
Budgeting. Presenting a few things you didn’t know before on the subject you think you know the most about- communication. 


Adapted from the talk presented by Dr. Guthrie at the National Conference in Cleveland, May 1956. 


I am writing as a representative of one of those insti- 
tutions which lives in a kind of organized anarchy, a 
university, and I am aware that my readers are men who 
are experts in organization, and in the very careful 
structures which presumably make things efficient and 
effective. | am a bit embarrassed as | admit this, because 
universities are notorious for their own lack of financial 
stability and they consistently seek help from industries 
which have tables of organization. Nonetheless, we 
don’t have them, and occasionally we have unhappy ex- 
periences with them. 


My most recent experience with a table of organization 
was a rather unfortunate one. It happened last fall at the 
university. We had talked them into moving us into new 
quarters in a section of a building not previously used. 
It was a section that had previously been, in many de- 
cades past, a theater with a single large room. As a 
theater, it was heated properly. In breaking it up into 
classrooms and into a set of offices, though, it was nec- 
essary to change the heating structure of this particular 
building, and here’s where the table of organization 
came in. 


We moved in one day, and out of the register coming 
into my office there came a current of air being blown by 
a blower in the basement, but it was cold air. I reached 
for the phone to talk to the man who had done the instal- 
lation and found he was not the engineer — I should talk 
further up the line. I reached the engineer and explained 
that the temperature was about 55 and that I thought some- 
thing was wrong with the heating system. 


He said, ‘Just a minute.’’ I held the phone in my 
hand while he checked. He came back and said, ‘‘No, you 
have no problem. It says here there is an adequate amount 
of heat coming in.’’ Click! 


I’m a persistent soul, so I redialed the telephone 
said, ‘*Look, this is fine. The air is coming through, 
but it’s cold air and not hot air.’’ Again he said, ‘‘Just a 
minute. No, that is the hot air register. You have no 
problem.’ Click! 


The Two Worlds We Live In 


We live in two worlds, you and I. One is a word world, 
the other a real world. Even though the organizational 
chart said in words that the office was warm, in the real 
world in which I was living it was an extremely cold 
and uncomfortable office. 


I use that as an introduction for only one reason, to 
suggest that we do come from different kinds of worlds 
and from different orientations. 


I am going to first make clear that in our present 
society we have been through a changing pattern of 
communications, and while we are well-adjusted to one 
of those sets of patterns, we are relatively ill-adjusted 
to the other. The point I would like to make is that we 
have moved over the past two thousand years from what 
was essentially a speaking and listening world into what 
is essentially a reading and writing world. Now we have 
begun to move back into the speaking and listening 


world, without an adequate awareness of that fact on the 
part of many of us as we carry through our common tasks. 
And these tasks involve constantly the problem of com- 
munication. 


What do I mean by this shift in patterns of communica- 
tion? Two thousand years ago the only kind of communi- 
cation we had was an individual talking to other people. 
We lived in a speaking and listening world. The world of 
reading and writing was a very infrequently used one, in 
part because society was relatively simple, in part be- 
cause there was no means for mass distribution of print- 
ing material. It was simply a speaking and listening, 
an oral sort of world. 


The ‘‘Writing World’’ Begins 


We were reasonably well adjusted to that sort of world 
in a primitive society, but we moved with dramatic sud- 
denness into a reading and writing world at about 1500, 
when it was discovered that you could put type into 
galleys and create the possibility of mass communica- 
tion by printing. Suddenly the knowledge and the learning 
of the world was available permanently in print and could 
be mass-produced and could be transmitted down through 
the ages with its message virtually intact. At that 
moment we moved from a speaking and listening world 
into a reading and writing world, and that world has 
created substantially the kind of society we have today. 


The whole basis of our current civilization, the whole 
basis of our technological civilization is based on the 
fact that we did discover how to put material into print 
and that we did move to a reading and writing world. It 
would be literally impossible to live in our kind of world 
if we didn’t have the mass distribution of printed ma- 
terials. Certainly, no one could build a Univac or some- 
thing of that kind if the fellow who built it had to learn 
everything he learned in order to built it by word of 
mouth from someone who had done something similar be- 
fore! We could not exist in the complex civiliation with- 
out the reading and writing world. 


We moved into that world some 500 years ago and are 
reasonably well adjusted to it at the present time. As a 
matter of fact, we are fundamentally accustomed to think- 
ing of our present world as being one of reading and 
writing. 


I would like to suggest to you that we have changed 
from the reading and writing world we are well-adjusted 
to, to a speaking and listening world of which we are 
not yet quite aware, and we have done it with the devel- 
opment of devices giving new power and new transmis- 
sion to the human voice. 


The Most Important Invention 


I am not an economist, as you well know, but I do have 
a couple of friends who are. (You run into strange people 
at universities, too.) One of them has extremely interest- 
ing ideas as to what is responsible for the present growth 
and structure of American industry, for our capacity to 
mass-produce, our capacity to maintain farflung industrial 
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empires such as were never even visualized in the world 
before. His theory is an interesting one. It is a single 
basic change that has taken place in communication that 
has made modern industry possible, a single change. That 
change was the discovery of the telephone! 


He asks, will you visualize how you could possibly 
hold together in this present world a farflung industrial 
emerprise without the telephone. 


La’s put it down in the simplest level to begin. Let’s 
take the Great Atlantic & Pacific Tea Company. Try to 
hold that company together without the telephone. As 
the district manager of the Atlantic & Pacific Tea Com- 
pany in Cleveland you get reports by mail which indicate 
that your store in Lima is not doing an adequate job of 
selling products. On your organization chart they should 
be selling more, and they are not. There is something 
wrong, and you shuffle your papers and you say, ‘‘We 
have got to do something about this Lima situation or I 
will lose my job.’’ 


In the world before the telephone, what could you do! 
Either you could go to see the Lima manager — but you 
don’t have time to — or you could write him a letter and 
he could send you a reply which gives you an answer. 
So, you write the letter. And you know what happens 
when he gets it. Immediately he calls in every employee 
who may be of any help to him. They sit down and draft 
an answer which is the best excuse they can figure, a nd 
their letter gives you no answer as to what has been go- 
ing on at Lima. 


If, however, you have the telephone, things change. 
You pick up that telephone and you say to your represen- 
tative in Lima, ‘tHey, Mac, what gives?’’? Now there is 
no time for a staff meeting, no time even for an emer- 
gency conference, no time for anything like that — your 
Lima manager must have an answer here and now. 


The Changing Communication Pattern . 


We have a changing pattern in communication, a pattern 
in which we were once in a speaking and listening world, 
moved then into a reading and writing world, and now 
we find ourselve s moving back into a combination reading 
and-writing and speaking-and-listening world in a more 
important sense than we ever had before. 


All of this is simply introduction. What does it mean in 
terms of ‘‘effective communication’’? It means to me 
two things. One, in this new world in which we are deal- 
ing constantly with both reading and writing, and speaking 
and listening, we need to pay more attention to the basic 
structure of communication than we have ever paid be- 
fore. And two, that some of the problems we find our- 
selves involved in, in terms of- getting these ideas 


which we know to be sound accepted by others, are prob- 
lems which exist fundamentally because our own lack of 
skill in basic communications stands in my way. 


I am going to put what I| am trying to say in a very 
brief and almost flip sort of package. ‘Stop, Look and 
Listen.’’ Why do I say ‘‘Stop’’ in the beginning? I use 
that word to dramatize the thought that the problem of 
language is a far more serious problem, especially as we 
move into this new pattern of communications, than 
many of us are willing to admit. The basic tool of com- 
munications, the only tool of communications, is lang- 
guage, an imperfect tool, and to the best of my know- 
ledge a tool which cannot be materially improved. The 


improvement can come only in our skill in the use of tools. 


That is a rather sweeping statement to make about 
language but I think I can back it up. There are inherent 
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weaknesses in language which simply cannot be removed. 
Rather we must increase our skill in the use of language. 


Inherent Fault of Language 


What are those inherent weaknesses? | indicated one of 
them, when I mentioned the heat in my office. The word 
world and the real world are two different places. That 
is an inherent fault of language, and Idefy you to correct 
it. Let me pile words up on the desk before me until the 
room is full of words and it is completely impossible for 
those words to do anything. They can’t even pick up the 
notebook on the desk in front of me. All they can do is 
lie there. 


The word world and the real world are not the same, 
but we frequently treat the word world as if it were the 
real world, as my friend, the engineer did. When one 
consults the real world or somebody living in it, he 
says, ‘‘No, it is hot air coming out.’’ In the word world, 
yes, but in the real world, I say it is not hot. These 
languages are different. 


Our language is further defective in that in the very 
nature of language we have a limited number of words to 
describe a limitless number of things. 


Get the biggest dictionary you can find in your Public 
Library and you'll find something over 300,000 words. 
But you have within your city almost a million things. 
We don’t even have enough words to describe the people 
in any city, let alone the number of things there are in 
the world around us. That is the reason we overwork 
some of the same words so often. 


With that limited number of words we describe a limit- 
less number of things, and you will recognize again that 
most of us use only from one to fifteen thousand of those 
300,000 words - and perhaps less. Thus any word we use 
has no meaning within itself. It has meaning only as it 
is used by us and, more importantly, as it is heard or 
ready by someone else. The meaning does not exist in 
the individual who uses that word, and in the one who 


hears it — and we can only hope that that meaning is 
the same. 


Language Difficulties Unchangeable 


These are inherent difficulties in language. I don’t 
think you can change them. No matter how you try, you 
can’t think of words to talk about all the things there are. 
No matter how you try, you can’t get away from the fact 
that the meaning doesn’t exist in the word; it exists in 
the individual who sees it or the individual who hears it. 
And you can’t get rid of another thing which is an in- 
herent weakness of language itself. That is that the 
words we use are static things. They exist permanently 
and don’t change. But the things they represent are in 
constant process of change. Thus the word which has a 
meaning which is clear at one point, referring to an 
object, later has a different meaning because the object-- 
the thing--has changed. 


Let me put that this way. Having decided to read this 
particular issue of your magazine, you are never going to 
be the same. This is literally true. By the time you have 
finished you are a changed person from when you started. 
But the word label which you carry will remain precisely 
the same. You have, for example, in the process of 
reading, learned something. That has changed you but 
your word label is the same. In other words, words are 
static things. The things about which we talk are dynamic. 


So, very briefly, I am urging you then to think in terms 
of the problem of language itself. I am not going to be 
constructive and say what to do about it, because I don’t 


think in any short article we can handle any long-range 


approach. I think it deserves continuing and constant 
study. 


If we are going to communicate effectively, then, let’s 
stop and remember that there is a problem with language 
itself, If I have aroused your interest to any degree in 
this area, may I recommend a book which I think you will 
find extremely effective help along this line. It is called 
“Language Habits in Human Affairs,” and it is written 
by Irving J. Lee and published by Harper & Brothers. 
It is a full-scale discussion of the problem of language 
itself and how language can stand as a basic barrier 
to communication. 


The “‘Look’’ Factor 


There is a second factor in my ‘Stop, Look and Listen’’ 
slogan, and I would like to discuss that with you as well. 
““Look.’’ Not only do we have a problem with language, 
but our problem with language becomes much more acute 
when we failto look at the individual at whom our language 
is directed. Many of us are concerned only with the 
adequacy of our language for ourselves, and we are rela- 
tively unconcerned with the individual to whom that 
particular language is transmitted. If we are going to do 
an effective job of communication we have to look at 
our listener or our reader with a kind of care and skill 


that we have frequently devoted only to looking at 
ourselves. 


Writing a business letter is a frequent example. We 
draft it, read it over, redraft it, and finally get it per- 
fectly set and say, with a sigh of relief, ‘‘Now, that 
says exactly what I mean,’’ and we send it off with good 
cheer. That is a very good way to approach it if you are 
the man to whom the letter is addressed, but the dis- 
turbing fact, of course, is that it goes to someone else, 
and what you mean may be vastly different from what he 
reads! Your concern was to be sure that it says what 
you mean. That is fine. Your concern should be, if the 
communication is going to be effective: “‘Does it say to 
him what I mean?’’ And the difference in approach is a 
very important and extremely difficult difference. 


If you will forgive a personal illustration, the Standard 
Oil Company of Ohio is keeping me on the air because 
they were very tolerant at one time when I said exactly 
what I meant--and I still defend what I said--but what 
the people thought to whom I was addressing my story 
was quite different, and they let me know it in no un- 
certain terms. 


I was trying to report one night an incident which 
occurred off the coast of Norfolk, Virginia, where two 
ships collided and burst into flames. One was a Navy 
oiler and the other a civilian tanker and there were a 
number of casualties aboard the Navy ship. Several men 
were killed in the collision. A number of others were 
trapped between decks on the Navy ship, and a later 
report confirmed the fact that they, too, died in the 
resultant fire. 


Trying to report the event here is what I said: ‘*There 
have been seven men reported killed on the oiler and 
there is an excellent chance that a number of others 
have been trapped between decks.”’ 


Now, what I meant was--and this is a good word to 
use--there is a very high probability, which takes more 
words, or it may be reported as virtually a fact, which 
takes more words, that these men were trapped. But, to 
an amazing number of people who listened to that pro- 
gtam--and it is one way to find out who listens--there 
was the reaction that that guy, Guthrie, was taking a 
Sadistic joy in the fact that these men were trapped. 
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The Interpreted Meaning 


Was that what I meant? Not at all. But the important 
thing was what other people had interpreted me to mean. 
That same thing is true in every kind of communication, 
whether it is oral or written. When we can finish a written 
report, or when we can finish writing a letter or when we 
can finish having built a table of organization, and we 
can say, “That says precisely to them what I want to 
communicate to them and I am sure they will get it that 
way,’’ then we have begun to have some ‘‘Stop’’, and 
ook’’. 


The last and most important job in communication 
is the job of ‘‘Listening’’. 


The failure to recognize the necessity for adequate 
listening is perhaps the most serious failure in our com- 
munication patterns today. I am going to name two 
concepts of listening which I think may be of particular 
importance. One of them is that we have got to listen in 
the sense of being always aware of and seeking to find 
the reaction of the individual to whom we talk, and that 
means we have got to rely increasingly upon patterns of 
oral rather than written communications when it comes 
to the final transmission and clarity of any idea. There 
are certain controls that exist in the speaking and 
listening world that you cannot build into a reading and 
writing world. One of those controls is the capacity 
to listen. 


If I am going to write you an important letter or if I am 
going to file on your desk an important report, the minute 
that letter or report leaves my hands it leaves also my 
control and leaves my capacity for listening behind it. 
I may prepare the letter with the best skill at my com- 
mand. You receive it behind your desk, at the other end 
of the line, having just been told by the president of the 
company that you are going to be given this executive 
recognition which you so richly deserve, and you read 
my letter and say, “Wonderful! I'll do it.” 


“Circumstances Beyond Control”’ 


I can’t control those circumstances, however, and my 
next letter, which is just as carefully written, reaches 
your desk just after your wife has called up and reported 
that the new car was driven into a telephone pole and 
while she is not hurt the bill will be $580. Now you look 
at my letter and say, ‘‘Nuts to that!”’ 


The letters were equally effective. What I didn’t 
have the capacity to do was to listen to you. In the loss 
of that capacityI lost the opportunity to adapt that second 
message; to defer it, to change it, to re-emphasize it, to 
do all the things necessary to give it adequate reception. 


There is no way in the reading and writing world by 
which you can control the circumstances under which 
your listener, your reader receives your message. Thus 
his own individual problems and frustrations at the 
moment may determine to an amazing degree the success 
or failure of the message you try to transmit. In the 
speaking and listening world, if you are willing to listen, 
you can control circumstances. And there is the second 
aspect. 


How many of us actually have made any effort to learn 
to listen? I have a feeling very few. We listen at one 
level, yes. In one level in this modern world of ours you 
can’t help listen, and that is the area of “‘I can hear.”’ 


But this is a pretty low level of listening. Most of us 
have learned to listen reasonably well at a higher level-- 
a level that says “I not only can hear but I can nod my 
head every so often and make appropriate sounds as 


(Continued on Page 24) 
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PROFIT CONTROL AND PROFIT MEASUREMENT AT FORD MOTOR COMPANY 


By: W. W. Booth 
Manager, Budget Analysis Department, Ford Motor Company, Detroit, Michigan 


Starting with a system designed for a decentralized organization, Ford’s program covers the complex problems of a giant 
organization with direct and measurable results. If you've ever wondered how the really big corporations do their budgeting, 
here’s where you find out. (Adapted from an address at the N.S.B.B. National Conference, Cleveland, May 1956). 


The following discussion of profit control and measure- 
ment at Ford Motor Company may be divided into five 
principal sections: 


I. Organizing for Profit Control 
II. Setting Objectives 
III. Long-Term Profit Planning 
IV. Short-Term Profit Planning 
V. Measuring and Evaluating Actual Profit Performance 


In order to put the discussion in proper context, it 
should be noted that Ford Motor Company manufactures 
and sells Ford, Mercury, Lincoln and Continental passen- 
ger cards, Ford trucks and Ford tractors and farm imple- 
ments. In 1955, the Company sold over 2-1/2 million 
cars, trucks and tractors, along with a substantial volume 
of service parts and accessories and farm implements. 
The Company and its subsidiaries operate well over 100 
plants throughout the United States and in a number of 
foreign countries. Both the size of the Company and its 
geographical dispersion are two compelling reasons for a 
decentralized type of organization. This decentralized 
organization, in turn, was largely responsible for the 
type of profit control system developed at Ford. 


1. Organizing for Profit Control 


Organizationally, Ford breaks down into four main 
pieces: top management; the central staffs that service 
cop management and maintain functional consistency 
among counterpart activities in the operating activities; 
the Administration Committee, which makes day-to-day 
policy decisions for the Company; and the 16 operating 
Divisions that are referred to as ‘profit centers’’. 


Each Division or ‘‘Profit Center’’ is set up like a 
smaller counterpart of Ford Motor Company. It is headed 
by a General Manager who, in his own domain, has vir- 
tually all the authority and prerogatives of the senior 
executive of an independent company. The Divisions 
have their own staffs, committees, and operating activi- 
ties — the plants. The 16 Divisions, of course, vary 
as to size and organizational complexity, the largest 
being many times larger and more complex than the small- 
est. Some of the Divisions with a number of plants have 
carried the delegation of profit responsibility a step 
furrher and established the plants as individual profit 
centers. 


Profit Center Characteristics 


Regardless of size, profit centers at Ford share these 
characteristics: 


1. Decentralized Operating and Profit Responsibility - 
The General Manager is given full responsibility for 
operating the assets entrusted to him, and is held ac- 
countable for their operation at a satisfactory profit. 


2. Physical Separation of Assets - Some are dispersed, 
others are concentrated and hard to separate. For ex- 
ample, 6 Divisions have a total of 15 plants in the Rouge 
area at Dearborn. 


3. Product Separation - The better-known end-product 
Divisions of Ford number less than half of the Company’s 
total Divisions and employ less than 40% of the total 
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Company work-force. Separate Divisions manufacture such 
items as metal stampings, automatic transmissions, 
engines, steel and miscellaneous automotive parts. 


4. Separate Financial Statements - Each Division has its 
own income statement and balance sheet, as if it were 
an independent business. 


5. ‘tArms-Length’’ Dealing Between Divisions - Goods 
are not transferred at cost between Divisions; they are 
bought and sold at competitive terms and prices. A ship- 
ment from one Division to another is billed and paid for 
as if it were a transaction with an outside vendor or 
customer. This means intra-Company prices negotiated on 
the basis of competitive ‘‘outside’’ prices or, when 
these are not available, on the basis of a competitive 
cost plus a competitive profit margin. 


6. Financial Controls Tailored toa Profit-Center System - 
Cost controls and measurements are primarily important 
to the extent that they give some clue to the underlying 
causes of an unsatisfactory profit condition. If profit 
performance is satisfactory, central staff will ordinarily 
not question divisional cost performance - although the 
Divisional General Manager will of course want to clean 
up the situation to maximize profits. 


Central Staff Organization 


At the Central Staff level, the Finance Vice President 
has three principal officers reporting to him - the Treas- 
urer, the Auditor, and the Controller. The Controller is 
in charge of all accounting functions, financial analysis 
and review, and functional supervision of the financial 
activities of all Divisions. Functional supervision con- 
sists largely of policy guidance and the establishment of 
uniform ground rules for divisional reporting. Divisional 
Controllers are responsible not to the Company Controller 
but to their respective Divisional General Managers. An 
element of functional control is necessary, however, to 
insure that the 16 Divisions do not use a number of dif- 
ferent kinds of accounting. 


Under the Assistant Controller for Financial Analysis 
on the Central Staff are 6 Departments. Three of these - 
Price and Volume Analysis, Foreign Operations Analysis, 
and Special Financial Projects - deal primarily with 
overall Company policy problems, such as: What price 
policy should be followed? In what markets should the 
Company participate? What kind of a cash management 
policy should the Company have? 


The remaining two Departments in the Financial 
Analysis area deal with operational problems. The 
Capital Investment Analysis Department monitors the 
Company’s fixed-asset budgets and keeps track of the 
millions of dollars being spent for brick and mortar. The 
Budget Analysis Department administers the Company’s 
profit and cost planning and control programs. 


ll. Setting Objectives 


Profit performance can be measured without fisst 
establishing objectives, bute it cannot be evaluated. In 
establishing objectives, the type of objective first must 
be selected; then the magnitude of the objective must be 
determined. 


Several types of objectives were considered and re- 
jected at Ford. Sales leadership was unsatisfactory, 
since it left out the profit element altogether. Dollars 
profit are a better criterion, but fail to take into account 
the fact that gross profits can be increased by plowing 
vast amounts of assets into the business -- money that 
might be more profitably employed elsewhere. Return 
on sales recognizes two variables, sales and costs, but 
again overlooks asset control. Return on net worth is 
ideal from the investors’ viewpoint but not as useful from 
the standpoint of operating management. Return on assets 
employed was finally selected because it embodies all 
balance sheet and income statement variables - sales, 
costs and assets. It provides incentive to increase 
sales, reduce costs, add assets only when they will 
yield a satisfactory return and get rid of useless assets. 


The amount of the objective - the percentage return on 
assets - varies from Division to Division, according to 
the type of business it represents. The Company objective 
is, in terms of dollars, merely the sum of Divisional ob- 
jectives and, in terms of return, the weighted average 
of Divisional objective returns. 


In arriving at Divisional objectives, the Central Staff 
Controller’s Office attempts to determine the theoretical 
profit potential of each Division and proposes a profit 
objective. The Divisions then develop a 5-year profit 
improvement program; if this results in a return satisfac- 
tory to Central Staff, the plan is presented to the Board 
Chairman and President for approval. If the plan is below 
the theoretical potential, Central Staff works with the 
Division until a mutually satisfactory objective is reached. 


Ill. Long-Term Profit Planning 


The 5-year profit plan shows, in a series of yearly 
steps, the levels of profits and returns that the Division 
expects to realize in the course of reaching its objective. 
It is not a projection of earning trends but a personal com- 
mitment by each General Manager to undertake a series of 
programs and other actions designed to increase dollar 
profits and return on assets. First, he must assess the 
effect on his profits of financial factors that will affect 
his financial position whether he plans or not -- plant de- 
preciation, new equipment required for new models, non- 
controllable changes in costs, policy changes, etc. Then 
he adds to these non-oontrollable elements the effect of 
his profit improvement programs, which may range from a 
simple manufacturing-cost reduction program to a major 
plant or product expansion or modernization program. 


In summary, the Profit Improvement Plan provides an 
incentive to operating management to look to the future; 
it provides a yardstick for evaluating annual budgets; 
and it integrates all long-run revenue, cost and asset 
programs. 


IV. Short-Term Planning 


The Profit Budget, used for Short-Term planning pur- 
poses, can be defined as a detailed restatement of a 
one-year phase of the long-run plan. It serves as the 
basis for day-to-day control of revenues, costs and 
assets; it provides a yardstick for short-term operating 
results; and it guides management action in the short- 
run to serve as a basis for Company short-run financial 
planning. 


The level of return specified in the Budget may not 
be the same as the level forecast for that year in the 
long-run plan. Conditions change, and in the detailed 
explanation of variances that accompanies each Budget, 
the General Manager must point out why the planned re- 
turn will not be realized. 
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As a document, the Profit Budget resembles a simpli- 
fied profit and loss statement and balance sheet. It is, 
however, supported by subsidiary data that detail the 
management actions, directed toward profit improvement. 
The budgets are broken down into monthly pieces, so 
that performance trends can be recognized in both plan- 
ning and measurement. Also, costs and assets are sepa- 
rated into variable and fixed elements, so that the budget 
structure is good at any volume and break-even posi- 
tions can be readily evaluated. 


The Profit Budget ties together all subsidiary programs 
and budgets -- sales programs, product programs, direct 
labor, overhead and facility budgets. Although, the 
General Manager is not relieved of responsibility in 


these areas, he has more flexibility in that he can see. 


that his efforts are channelled in directions that promise 
the biggest payoff in terms of return on assets. 


V. Measuring and Evaluating Actual Performance 


In measuring profit performance on a month-by-month 
basis, attention is concentrated on forecasted perform- 
ance for the coming four months rather than on historical 
performance, on the theory that there is still time to 
take action if forecasted performance is below budgeted 
levels. Each profit center submits a detailed variance 
letter along with its Monthly Profit Budget Performance 
Report. The data are significant only to the extent that 
they put price tags on management action. The real 
heart of the Report is the analysis of variance, which 
tells which programs paid off, which didn’t and what 
Divisional Management is doing about the situation. 


Variances are first broken out by element (revenues, 
costs or assets) and then by casual factors such as sales 
volume, product mix, economic changes, design changes, 
sourcing changes, negotiated price changes, and effi- 
ciency. These variances are then identified with the 
specific management action or program with which they 
are associated. 


Top management at Ford Motor Company is kept in- 
formed of Divisional profit performance largely through 
informal channels, oral or written. Each month, a F inan- 
cial Review of the Company’s operations prepared by the 
Board of Directors. This presentation is in simple and 
non-technical language designed to acquaint the Board 
with broad trends rather than operating details. 


NEW MEMBERS 


New York Chapter 

Howard B. Cushing - Sylvania Electric Products Inc. 
North New Jersey Chapter 

Robert F. Henck 
Philadelphia Chapter 

E.G. McPeak - Sharp & Dohme 


Members-at-Lar ge 
Lynford M. Foster ~- National Life Insurance Co. 


Montpelier, Vermont 


W. E. Sappenfield - Lockheed Aircraft Corp. 


Sherman Oaks, California 


- Jones & McLaughlin Steel Corp. 
Pittsburgh, Pa. 


Franklin Kane 


Bruce Sydney Andrews - Nicholas Proprietary Limited 
Melbourne, Australia 


Take particular note of the last gentleman listed above 


that’s AUSTRALIA! Further than that we can hardly go - 


without being on our way back. 
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The above “‘men of distinction’”’ 


osed for their group portrait while attending the National Convention at Cleveland, 


Ohio. The national organization has been entrusted to their capable hands until June, 1957. We are fortunate indeed to have 
such a fine cross-section of business executives willing to devote their energies to the task of directing the activities of 


our national organization as its National Officers. 


Left to right, standing: W. M. Campbell, Treasurer, Dallas Chapter; Charles Il. Eckelkamp, First Vice-President, New 
York Chapter; A. E. Barry, Director, Bridgeport Chapter; Ed. A. Vatter, Director, Louisville Chapter; Melvin C. Aichholz, 
Secretary, Cincinnati Chapter; Seated: Donald Bacon, Director, Chicago Chapter; William D. McGuire, President, Milwaukee 
Chapter; E. ‘‘Buck’’ Mauck, Past-President, Indianapolis Chapter; and Visch Millar; Director, Philadelphia Chapter. 


RETIRING PRESIDENT’S TRIBUTE 


Why is it that when we owe the most to one person that 
person can find a hundred to blame for his success? Our 
retiring president, Buck Mauck, is such a man, as the 
following message dictates. Buck, on behalf of all Com- 
mittee Members, National and Chapter Officers we thank 
you for a job well performed, and want you to know that it 
has been a real pleasure to work under your leadership. 

— Ed. 


By E. G. (Buck) Mauck 


Last year at about this time, I was asked to write a 
message for publication in the first issue of BUSINESS 
BUDGETING for the fiscal year 1955-56. That message 
was published, and was mostly a progress report on NSBB 
affairs. 


From our present vantage point, let us take a look at 
the last paragraph of that message. It stated: ‘It is hoped 
that when we look back on the year 1955-56 next summer, 
we will be able to see a significant and continuing ac- 
complishment of the Society’s objectives. With the help of 
all members, this hope will be fulfilled.’’ Knowing the 
caliber of our membership and the zeal with which they 
undertake projects, it is not surprising that the hope ex- 
pressed in that paragraph was indeed fulfilled. Almost 
everyone who was assigned a NSBB task came through 
with a 100% performance. 


Through the efforts of Hal Mason, Director in Charge of 
Membership and Chapter Formation, Everett Yount, Mid- 
western Area Chairman, and Ross Stevens, West Coast 
Area Chairman, our membership increased about 40%, from 
505 to 707 members. Six new chapters were added to the 
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twelve in existence at the start of the year -- a 50% in- 
crease! No words of praise can adequately compensate 
these gentlemen for the remarkable job they have done in 
this area, and we must not overlook the most important 
men in chapter formation work, the key men. The men on 
the firing line included Walter We gman, Jim Hughes and 
Carl Nagel of St. Louis, Walter Verbeck of Tri Cities, , 
Earl Long of Canton, Art Moor of San Francisco, Ross 
Stevens of San Diego and Roy Kamin of Detroit. The 
accomplishments of these all gentlemen truly represented 
a fine team effort. 


No one was surprised at the high caliber of our pub- 
lication, BUSINESS BUDGETING, editéd by our good 
friend, Glenn Blair. Glenn had the able assistance of 
Larry Haverkamp and Vissch Millar on this project. The 
Cleveland Conference Committee, headed by Carl Wess- 
man, worked hard all year and the result was, in the 
opinion of many of us, the outstanding conference held 
by the NSBB. We are all pretty familiar with the sound 
foundation laid by Dewey Borst and his Research Com- 
mittee in preparing to publish a textbook on budgeting. 
This is a two or three year project, and the progress to 
date has been most satisfactory. 


It is impossible to pay adequate tribute to all the 
chapter presidents and other persons who have done so 
much for the NSBB during the year just ended, but I think 
I would be remiss in failing to mention the conscientious 
and inspired job performance of our good secretary, 
Vissch Millar. I am sure that no one has devoted more 
time to NSBB affairs than Vissch in a single fiscal year. 
He has really contributed to the orderly growth of our 


‘ NEW NATIONAL OFFICERS ARE NAMED AS NSBB PREPARES FOR ANOTHER BANNER YEAR 


Yes, indeed, it takes a lot of people to run a national organization the size of the National Society for Business Budget- 
ing. The above picture includes the National Officers, Chapter Presidents — Past and Present — and National Committee 
Members who were able to attend the National Director’s meeting held prior to the convening of the 1956 National Conven- 
tion in Cleveland. Can you identify your chapter’s representatives? 


Society with his fine work. 


For the year just coming up, 1956-57, I know that you 
share my conviction that the prospects are even brighter 
for the vigorous growth of our Society. All who know Bill 
McGuire have the greatest respect for his leadership and 
sound judgement, and he is putting together a strong team 
to administer NSBB affairs. 


In closing, may I point out that if we are able to look 
back on 1955-56 and see a significant and continuing 
accomplishment of the Society’s objectives, responsibility 


for this has been wholly that of the many members who 
have contributed so willingly of their time and brain 
power. May I thank you all for your contribution! 


Sincerely yours, 


— 


E. G. Mauck 


NATIONAL COMMITTEES FOR 1956-57 


Executive Committee: 
W. D. McGuire — Milwaukee (Chairman) 
E. G. Mauck — Indianapolis 
C. H. Eckelkamp — New York 


Auditing Committee: 
Howard Yonkers — Dallas 
F. G. O’Brien — Dallas 


Nominating Committee: 
E, G. Mauck — Indianapolis (Chairman) 
H. P. Kelley — Philadelphia 
W. J. Edmonds — New York 
Donald Bacon — Chicago 


Membership Committee: 
Melvin Aichholz — Cincinnati (Chairman) 


Chapter Formation Committee: 
H. C. Mason — Milwaukee (Chairman) 
Walter Verbeck — Midwestern Area 
R. D. Stevens — Western Area 
To be announced — Eastern Area 
J. Kiernan White — Southern Area 
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Budget and Finance Committee: 
W. M. Campbell — Dallas (Chairman) 
C. E. Manteuffel — Louisville 
L. J. Zurlis — Dallas 


Research Committee: 
D. R. Borst — Milwaukee (Chairman) 


Publications Committee: 
G. A. Blair — Cincinnati (Editor, ‘‘Business Budgeting’’) 
L. P. Haverkamp — Cincinnati (Associate Editor) 
M. C. Aichholz — Cincinnati (Circulation Manager) 


Education Committee: 
C,. P. Reynolds — Cincinnati (Chairman) 


Publicity Committee: 
S. S. Allender — Cleveland (Chairman) 


By-Laws Committee: 
W. H. Harr — New York (Chairman) 


Mr. E. E. Yount has been appointed by the Chicago pel 
Chapter to be the General Chairman of the 1957 Annual es 
Conference. 


Mr. W. R. Buge has consented to serve as Legal Counsel 
for the Society. 


NATIONAL OFFICERS AND COMMITTEE CHAIRMEN CONFER AT ANNUAL NSBB BUSINESS MEETING oy ks 
Z 
BC ae © @ 0% ac 
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DEVELOPING AND MEASURING PROFIT OBJECTIVES 


By: Clarence B. Nickerson 


Professor of Accounting, Harvard Business School 


Establishing budget standards, and means of measurement to fit the conditions as they exist in specific situations, must 
be based on sound principles and geared to actual operating conditions. A brief but thorough review of modern budgeting 
concepts, as presented before a session of the NSBB National Conference in Cleveland, May, 1956. 


I suppose, as a professor, I have the academic license 
to be impractical and the academic license, I hope, to 
raise some controversial issues. I shall, however, try my 
best to be practical and, as far as controversy is con- 
cerned, do not ask that you agree with me, but only that 
you read with an open mind. 


I should like to start out by saying that I believe in 
profit. I think profits are a good thing. In this land of 
ours, profits, like virtue and motherhood, are things to 
be desired and, as in the case of virtue, I think if profit 
slips, we should be concerned. If, then, profit is a de- 
sirable objective, it should be helpful to set forth this 
objective in rather clear terms. 


Profit provides a common goal to which all functions 
of the business may be directed. Sales people are con- 
cerned with sales, obviously; production people with 
production; financial people with finance. Profit as an 
objective expresses the aims of all groups in terms of a 
common denominator. 


In larger companies it is possible to break down the 
organization into groups or areas of profit responsibility, 
and the aim, I take it, is to give managers the feeling of 
being in business for themselves. 


Full Responsibility Required 


In some of the literature on profit budgeting this con- 
ception of having a man in business for himself may have 
been a little overdone. It seems to me that a man is not 
truly in business for himself unless he has the full re- 
sponsibility and the full risk, and unless he personally 
is going to suffer or gain in terms of losses or profits. 
Profit, like standard costs, is a useful goal and measure 
of accomplishment for the management of any company 
and can be used in this way without having to urge an 
executive to make believe he is in business for himself. 


A major need for setting profit objectives is to force 
constructive thinking about the future, both for the short 
run and the long run. 


Overall the need is to have management view the 
business as a whole and avoid overemphasis on more 
narrow measures of performance, such as volume, gross 
margin, inventory turnover and variable costs. 


We all know the weaknesses of relying too heavily on 
volume as the answer to financial problems. Many com- 
panies have gone after volume without due reference to 
cost and have not come up with the desired end profit. 


With respect to gross margin, I think we recognize that 
gross margin is important, but after all it is the net profit 
that provides the stockholder with dividends. 


With respect to inventory turnover, all people engaged 
in budgeting realize the importance of inventory turnover, 
but this can be over-emphasized. 1 have a feeling that 
some companies have gone too far in this direction with 
the result that there have been unfortunate repercussions 
in terms of ulcers, nervous breakdowns and general dis- 
sipation of nervous energy on the part of the executives 
involved. 
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I am thinking of plants where time after time operations 
are within one or two hours of shutting down for lack of 
parts which have to be flown in, in order to keep the 
plants running. I do not know how one measures the 
nervous energy lost in trying to operate a business on 
that basis, or what might result if this energy were spent 
in other ways. 


We keep pushing back responsibility for inventories 
to someone else. This gives us a fast turnover of in- 
ventory in our business but forces our supplier to main- 
tain inventory, since someone has to provide this function. 
In the total picture perhaps inventory turnover and conse- 
quent cost has not been reduced as much as we think. 
Surely if our supplier has any control over price he is 
charging us for this service. 


The Price of Low Inventory 


I have been distressed this year particularly in going 
into retail stores and time after time not finding things I 
was interested in buying because they were out of stock. 
Doubtless the companies visited had good turnover ratios 
but I am sure had no measures of sales lost because 
goods were noton hand when the customer came in to buy. 


May I say then that as an objective, tied into the end 
profit objective, it would be well in many companies to 
review inventory turnover practices and to consider 
whether or not there may be some of these non-measurable 
aspects of health, nervous energy and customer satis- 
faction that are being overlooked. 


With respect to profit objectives, we might well raise 
the question: What profits are we talking about? Are we 
talking about operating profit, flet income, income before 
taxes, or income after taxes? I take it this depends upon 
who we are. 


To the stockholder obviously it is income after taxes 
that is of importance. For top management, having re- 
sponsibility not only for sales and praduction but for 
financial arrangements as well, it is also the net profit 
after taxes that must be considered in terms of meeting 
responsibility although they are also concerned with the 
net income before taxes since if this is inadequate there 
will not be adequate income after taxes. 


As far as operating people are concerned, i.e. sales 
people, production people, divisional managers, etc., I 
assume that they are most interested in what could be 
labeled operating profits, and that they would leave tax 
matters for the tax experts and the financial income 
matters for the financial people. 


Measuring Profit Performance 


A basic question arises in many companies as to how 
profit performance is to be measured or judged. In setting 
up an objective one should take into account how ac- 
complishment relative to that objective is to be measured. 
Past experience, of course, has been a useful guide in 
many companies with respect to the profit to be desired 
in the future and measurement of profit attained. It is the 


hope of all companies that they can at least do as well 
as they have done in the past. 


As budget people, we recognize, however, that the past 
is historical, the future is the future and not the past, 
and it is the future for which we must plan. Therefore, 
quite naturally, all of us would be mure concerned with 
developing a budgeted profit for the future based in pait 
upon a consideration of past performance but also on 
various other factors. 


One of these is the profit that our competitors are 
making, and the question therefore is how do we stand 
profitwise in comparison with others in the industry? If 
others seem to be able to make more money, then we 
should at least review our situation to determine why we 
are not doing as well. 


Profit in some businesses is expressed not only in 
dollars but in terms of per cent of sales. Many writers in 
this area tend to frown upon this measure of profit and 
prefer the use of return on investment. There are many 
cases however in which profit as a per cent of sales is a 
useful objective and a useful guide in checking per- 
formance. This is particularly true in sales organizations 
or sales divisions where the amount of investment is 
relatively small and where the things that are within the 
control of people are largely matters of price and volume. 


In other situations, the profit per man-hour or per 
machine-hour is a useful concept of measurement. In many 
businesses, for instance in the tap and die business with 
which I was connected, such a tremendous variety of 
products are manufactured that it is difficult to think of 
profits in terms of products or product groups. Basically, 
such a company is selling either man-hours or machine- 
hours, whichever is most appropriate for given depart- 
ments and it is useful to think of profit, with respect to 
both objectives and measurement in terms of profit per 
machine-hour or per man-hour. 


Return on Investment 


Finally, there is the more modern concept of ob- 
jectives and measurement of results in terms of return on 
the investment. This has captured the imagination of 
many people and brings into recognition not only matters 
of volume, cost and price but also the investment in- 
volved in carrying inventory, accounts receivable, plant 
and other assets. I am happy to see this approach. It has 
some problems, but nonetheless is a very useful way of 
setting objectives and checking performance. 


For one thing, it places some responsibility on manage- 
ment for fixed assets, as well as for cost, price and 
volume. I have been distressed in recent years to note the 
apparent ease with which people all along the line seem 
to be shrugging off the responsibility for fixed assets. It 
is popular to say that one should hold a foreman, for 
example, responsible only for those items within his con- 
trol, which means you do not hold him responsible for 
depreciation, insurance, taxes, and so on, on fixed assets. 
Under this concept it is difficult to find anyone who seems 
to have responsibility for such costs, even top management. 


It is also popular to say, ‘“‘The investment in plant is 
water over the dam, it is sunk, and we must now base our 
analyses and our decisions on incremental cost rather 
than on sunk cost.”’ 


This has led me to wonder who is responsible for fixed 
assets, and who is responsible for showing a return on 
fixed assets? I am happy therefore to note the trend 
toward return on the investment as a goal and as a 
measuring stick, because it not only is concerned with 


volume, price and cost but also with the return on fixed 
investments as well as current investments. 


Investments to be Considered 


In many companies there is considerable argument as 
to what investment should be considered in connection 
with return on investment: Should it be stockholders’ net 
worth? Net assets employed? Gross assets? If either net 
or gross assets should the base valuation be at original 
cost or at replacement cost? 


There are no easy answers to these questions. It seems 
to me that this particular problem has to be thrashed out 
within the individual business. The stockholder’s net 
worth, of course, is what the stockholder is looking at 
with respect to return on the investment. Interms of hold- 
ing a divisional manager or even top management re- 
sponsible, return on the investment with respect to assets 
is more meaningful and in parsicular with respect to cash, 
accounts receivable, inventory, and plant. In most com- 
panies I have had any connection with it seems to me that 
the plant, in terms of return on the investment, is con- 
sidered at its actual historical cost, gross and not net. 
This is objected to by divisional managers who have old 
planes and are competing with other divisions that have 
newer plants, but nonetheless seems to many companies 
to be the best basis upon which comparison can be made. 
These companies are concerned not about return on the 
investment in terms of properties whose depreciation has 
been affected by tax considerations, or return on the 
investment in terms of stockholders, but return on the 
investment in terms of executive responsibility for the 
cash, inventory, accounts receivable and plant invest- 
ments under their operation. 


With respect to replacement value versus original cost, 
one might argue at great length. It seems to me, however, 
that the important point is the judgement that should be 
applied in interpreting end results regardless of the base 
against which return is to be measured and there is some 
value in maintaining a consistent base in this connection. 
Whether this consistency is best maintained by continuing 
to use historical costs or by revaluation is of course 
the question. 


Determination of Rate of Return 


With respect to the rate of return, it is a problem for 
some companies to determine what rate of return should 
be desired or used in setting goods and judging perform- 
ance in return on investment. Basically of course, there 
are records of company past performance with respect to 
earnings and industry averages which might be used as 
attainable goals. 


Government bond interest provides a minimum goal, 
while the top desire of stockholders, if known, could 
provide a maximum goal figure. Stockholders, of course, 
are likely however, to have a somewhat inflated concept 
of the value of their investment and the return it merits. 
As Samuel Johnson is reputed to have told a lady many 
years ago who was interested in investing in a distillery, 
“The value of a distillery lies not in its pots and pans 
but in its ability to create wealth beyond the dreams 
of avarice.”’ 


So there is an open end, in a sense, with respect to 
the amount of profit that might be desired, though cer- 
tainly there is some minimum acceptable rate that could 
be established by any management without difficulty. 


It seems to me that the determination of an acceptable 
average rate is not a tremendous problem but is simply 
one in which management has to agree on the ground 
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rules to be adopted. As long as executives know the 
rules and as long as each unit in a company is being 
judged with the same degree of fairness it doesn’t make 
too much difference whether we say it ought to be 12 per 
cent above taxes, 15 per cent above taxes or 20 per cent 
above taxes or any other figure within reason. 


I was in a company recently where they have a sliding 
scale, depending upon the particular assets involved. 
For example, they seek a 15 per cent return on their re- 
ceivables, a 25 per cent return on the investment in 
inventory, and a 25 per cent return on their investment 
in plant. These percentages, I might say, are percentages 
before taxes. 


In many companies there are difficulties in fixing re- 
sponsibility for profits. In the companies you are to hear 
about in a few minutes there are natural divisions in 
terms of location and of product groups. In other com- 
panies there are limitations on the creation of profit 
centers within divisions. There are difficulties in de- 
termining how to carry sales revenue down the line to the 
various departments involved in producing and selling 
the given products. 


There are also problems in segregating assets by 
areas of responsibility in fixing the base on which return 
on the investment is to be computed. 


In many companies there are problems in connection 
with transfer prices between divisions. Here we find a 
great deal of wrangling over the prices that are being 
charged by one division to another. It is clear that we 
never really make any money by selling things to our- 
selves, although there is a story of three spinsters who 
eked out a meager existence by taking in each other’s 
washing. In any event much energy, argument and time is 
being spent by executives in many companies debating 
the prices at which they should sell items to each other. 
Much of this time could be better spent in actually making 
goods and in selling to outsiders. - 


Ground Rules for Scoring Results 


In setting goals and judging performance there are 
problems, because of differences in plants with respect 
to age, efficiency, layout, markets served, transportation 
costs, wage rates and so on, and these are real difficul- 
ties in making the concept of return on the investment by 
profit centers an effective approach. These problems 
should be faced squarely and ground rules established, 
because unless this is done the confidence of those 
being judged by these profit objectives is going to be 
shaken. Each executive must be made to feel that he is 
being judged fairly and that the handicaps of his oper- 
ating unit are being taken into account. 


Another problem in some companies, not necessarily 
the ones that you are to hear about today, concerns the 
possible influence of the return on investment concept on 
the avoidance of risk taking and dangers with respect to 
the desire to maintain status quo. For example, if you 
are a divisional manager and are now showing the de- 
sired return on your investment, why should you try to 
push a new product on which the returns are uncertain? 
Why commit yourself to an investment in new plant on 
which the returns may or may not be as favorable as 
those now enjoyed? The dangers I think are that if you 
are doing a good job you may be content to continue to 
do what you are doing and not run any risk with respect 
to the future, which is likely to impede the company’s 
progress. 


The final problem I should like to deal with has to 
do with setting profit objectives and measuring per- 
formance at organizational depth. 
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First, are profit objectives definable below the level 
of top management? I mean two kinds of top management, 
top management in the ivory tower and top management at 
the divisional level. How do we relate these objectives 
to lower levels of supervision? In many companies we 
do not want lower levels of supervision to know what 
the profits are anyway, and in other cases as noted 
earlier it is extremely difficult to pass revenues down 
the line so as to use profit as a goal or measure of per- 
formance at lower levels. The objective must be in terms 
of goals that are definable and measures of performance 
that are meaningful to people at these levels and in many 
companies it is not possible to use profit figures in 
this connection. 


Profit is the result of many factors -- volume, price 
and cost. If we concern ourselves only about profit, we 
then have the big picture and perhaps think we can get 
away from detail, but to me it is like the old lady in 
England during the war who was asked what she thought 
of the bombings. She said, ‘‘‘Orrible, ’orrible, but they 
sure takes your mind off the war.”’ 


Concentration on profit may take our minds off the 
details by which profit is achieved, but the details 
remain to be dealt with by someone. Return on the in- 
vestment is an overall goal and measure of performance, 
a top management measure it seems to me, but we need 
to translate these profit objectives down the line through 
a variety of tools with which you are all familiar, such 
as fixed budget, variable budget, standard costs, capital 
equipment budgets and maintenance budgets. 


State the Goal in Common Terms 


I believe, further, that in many instances it is nec- 
essary and desirable to relate these goals in terms of 
things such as physical measurement and marginal con- 
tributions, and in terms of cost performance, rather than 
in terms of profit. 


If you can satisfy yourself, in other words, that 
volumes are being maintained in terms of sales, that 
prices are being followed in accordance with prede- 
termined desires, and that costs are under control at 
every layer in your organization, then it seems to me 
profit will take care of itself, as will return on the in- 
vestment if good judgment has been exercised in making 
this investment. 


In many companies management is unduly concerned 
with getting ,out monthly profit statements promptly. 
While I admit that, just as in playing golf, it is inter- 
esting to know what the score is as you go along, it 
seems to me if the items that I speak of are under 
control -- volume, price and cost -- then the profit will 
take care of itself, and the exact measurement of that 
profit for any given month is not too significant. Top 
management should not be concerned with the exact 
profit for such a short period; their profit thinking should 
be ahead by months, if not years. I have a feeling that 
in this pressure to get statements out for top management, 
in line with the return on the investment concept and 
profit objectives, we are delaying the preparation of 
useful control information for people further down the 
line, and if anyone has to wait it seems to me ideally 
and theoretically it ought to be the president rather than 
the foreman. But, of course, this is idealistic and we 
all know that everyone looks upward to see what the 
boss wants and what he wants is usually the first goal 
of lower levels in the organization whatever the activity 
involved. 


May I say that in the use of any control mechanism we 
must temper judgment with understanding. In companies 
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where I have discussed return on investment as a control 
concept there has been great concern at divisional levels 
over the possible kind of judgments that would be made 
of performance at higher levels. A divisional manager 
would say, ‘‘I have old equipment, I have a transportation 
problem they don’t have in the other plants, I don’t have 
the quality of help they have elsewhere, my wage rates 
are much higher in this community. Will these things be 
taken into account in comparing my return on investment 
with the return in other divisions of the company?’’ 


One Way to Lower Investment 


I ran across a new aspect along these lines recently in 
a company where return on investment is based on gross 
plant and returns are compared between divisions in 
checking performance. One of the division managers has 
developed a scheme whereby when a machine needs re- 
pairs he sells it at a low price to the company which 
does the repairing and then buys it back again at the 
same price plus the cost of repairs. Let us say that he 
has a machine costing $30,000 on his books. He sells it 
for $2,000 and buys it back for $5,000 including repairs. 
He now, you see, has brought his capital investment 
down from $30,000 to $5,000 and his base on which return 
on investment is computed is going to be that much lower! 


I only present this as an amusing example and not as 
a recommendation. Those of you who have had experience 
with return on the investment as a measure of performance 
know that a rascal will figure a way out if he can. He 
will figure a way out by getting higher prices on sales to 
other divisions, or somehow being relieved of certain 
costs, such as heavy maintenance on old equipment. He 
will figure out some way to get that base down, by leasing 
rather than buying or by selling and buying back as in 
the example just given. These are examples of how the 
return on the investment concept may have some reper- 
cussions that you would not expect. 


I was at a company recently where the manager said, 
**] don’t mind this return on the investment concept; it’s 
a good idea. But what bothers me is that some vice 
president way back there at headquarters may look at 
these figures and make unfair comparisons of my division 
with others.’”” He happens to be in a plant which is the 
least efficient producer among the three plants owned by 
this company. He went on to say, “‘The controller tells 
me that every time he prepares a statement showing 
return on investment and takes it to top management he 
explains what my predicaments are, but what bothers me 
is that some day he may forget to explain them or some 
day the vice president may forget that he was told that 
I have these handicaps and will come and put me on 
the carpet.”’ 


Results Tempered With Judgment 


So I do think that we have to temper judgment with 
understanding, and cannot simply say, ‘‘This man made 
10 per cem, this other man 15 per cent, therefore the 
man who made 15 is better than the man who made 10.” 
The analysis of causes of different results between 
plants should be made at depth; we shouldn’t stop with 
the simple concept of one per cent versus another. 


It should also be noted that the analyses of assistance 
to problems of alternative choice, such as are involved 
in matting new capital investments, and in abandoning 
existing operations, generally call for considerations 
over and above those involved in judging current profit 
performance. 


In other words there are two problems here, one is to 
judge what a man is now doing based on the handicaps 
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under which he operates, and the other is to determine 
where we shall invest more dollars cr liquidate in- 
vestment. A manager may be doing a wonderful job and 
still show little or no return on the investment, because 
of factors beyond his control. We can give him credit 
for good performance and yet not wish to put any more 
money into his operations unless to do so would assist 
in raising the return to satisfactory levels from an in- 
vestment viewpoint. 


In closing may I again note the danger from what is 
called upward orientation in connection with the return 
on the investment concept. Stockholders, looking for a 
return on their investment, and top management, re- 
sponsible to the stockholders, are of course profit 
minded. Each level of management looks upward and 
tries to provide information most useful to the level 
above it. The danger is that information flowing upward 
to meet the stockholder and top management interests in 
profit and return on the investment is not necessarily 
the kind of information most helpful to the fellow down 
the line who has a job to be done. That is why I say, 
if we start with the first level of supervision and look 
downward and say, “‘What kind of guides, what kind of 
tools, what kind of measures, objectives and so on do 
they need at each level of operation downward for the 
man to do his job most effectively?’’ We can then develop 
operating goals and measures that are meaningful at 
each level of operation. There is no reason why we should 
not also revert the process; however, and convert these 
goals and measures upward to profit and return on the 
investment terms which are meaningful to upper levels 
of management and to stockholders. 


This has been such a brief covering of a variety of 
topics that at the end I feel somewhat like the farmer 
who went to New York for the first time, and on returning 
home was asked how he felt about the city. He said, 
“Well, to tell you the truth, there was so much going 
on in the depot I never did get around to seeing the 
village.”’ 


TYPICAL CONFERENCE SESSION SCENE 


llere is a typical scene at this year’s National Con- 
ference in Cleveland. . .the introductions preceding a 
conference session. All of the conference sessions were 
well attended, the topics were well received, and much 
praise is due to the Cleveland Chapter and committees 
who worked so diligently to make the Conference a 
success. 


All conference photos used in this issue are ‘‘official”’ 
photos, and extra prints are available upon request. 
Address V. B. Good, Cleveland Graphite Bronze Co., 
17000 St. Clair Ave., Cleveland 10, Ohio. The price 
is $1.00 each. 
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EFFECTIVE ORGANIZATION AND ITS PLACE IN PROFIT PLANNING 
By: Henry W. Spitzhoff 


Vice-President, Robert Heller & Associates, Inc. Cleveland, Ohio 


Which comes first, effective planning or effective organization? As you “‘can’t have one without the other’’, if you don’t 
have one now, there’s no better time to start. Here's a plain but thorough presentation on the foundations of effective or- 
ganization, adapted from a talk presented at the National Conference in Cleveland, May, 1956. 


Lets assume that the term ‘*Operation - Profit’? encom- 
passes profit considerations not just on a current but on a 
long-range basis, and that it includes the fundamental 
idea of planning for continuity and growth. I stress this 
because all too often in business affairs, lack of good 
management and the striving for immediate or short-range 
high profits have not only hampered growth, but have 
brought about deterioration and even eventual failure of a 
business. 


Another reason for stressing growth, continuity, and the 
long-range view relates directly to the subject of effec- 
tive organization. Unless a company’s managers have in 
mind these longer range considerations in profit and finan- 
cial planning, they cannot appreciate the need for organi- 
zation planning. And without the planning there will not 
be effective organization. 


The need for organization is as old as mankind. When- 
ever some group of persons generated an idea for working 
together in a common undertaking, or a need or problem 
arose that required concerted effort to advance the welfare 
of humanity - there was a job of organization. Thus, 
throughout history, different organizations have been cre- 
ated for many purposes in politics, religion, welfare, 
group protection and, of course, business and industry. 
These last two are the areas that interest us today. 


It was not of primary importance to have good business 
organization when most concerns were small, often run by 
one man, or by one family. But as the size of enter- 
prizes grew larger and more complex, it became as neces- 
sary to organize well in business as it has been inthe 
political field as far back as Caesar’s time. 


Diversification Requires Better Organization 


Today the trends we see toward greater diversification, 
accompanied by more and more decentralization of operat- 
ing responsibilities, place greater emphasis than ever be- 
fore on effective organization as an essential of manage- 
ment for profit. 


I should like initially to deal with general principles. 


and fundamentals and then, because of the particular in- 
terests of N.S.B.B. members. I shall discuss the role of 
the budget officer, his relations with others, and the man- 
ner in which he can contribute to good organization. 


There are two basic elements of organization. First, 
there is the structure, including functions, responsibili- 
ties, and relationships of positions within it. Second, 
there are the people who man the posiitions. 


In practical application, of course, these two elements 
of structure and people cannot be dealt with entirely 
separately. As the song says, they ‘‘go together like a 
horse and carriage you can’t have one without the 
other’. The achievement of effective organization requires 
that it be constructed according to a plan cailored to the 
requirements of the business - an ideal or theoretical plan 
- and that, to the greatest degree possible, people be 
selected, trained, and appointed to positions in a way that 
will achieve the ideal organization. 


With a going business, that cannot be done overnight. 
Compromises that do not contribute to the ideal plan are 
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often necessary because of personal characteristics and 
capabilities of available personnel. However, such com- 
promises should not become the rule nor be regarded as 
permanent. When compromises are made, they should be 
accompanied by plans - short- or long-range - to correct 
the deficiencies which caused them. This may be done 
either by improving the performance of personnel in key 
jobs or by further shifting of personnel to accomplish the 
desired end. 


Organization Structure 


While the two parts of organization, namely structure 
and personnel, go together, we can best examine them 
separately. Let us deal first with structure. A great deal 
has been said for and about various types of organization 
and their respective advantages and disadvantages. In the 
course of our work as management consultants we have 
seen 57 varieties and more. The good onesdon’t come 
about accidentally, but are the result of broad vision, 
planning, and control on the part of top management. The 
bad ones - well, they just grow. 


There are mergers in which two corporate identities 
went to the altar but the marriage never was consumated. 
Some of them _ produce incredibly bad structures. The 
lastest bulletin of the American Institute of Management 
tells of a bank merger that left four vice presidents with 
no responsibilities or specific duties. They weren’t reas- 
signed or released, but were just left floating in the new 
setup, no doubt causing confusion and conflict. We have 
encountered similar cases. In each instance this has been 
representative of poor organization. 


Then there is the one-man business- with no organi- 
zation. Grandpa founded it and he makes all the decisions 
until the day they carry him to the grave. After that the 
business falls apart because he had never let anyone else 
learn to accept responsibility and make decisions. Rapid 
expansion or diversification also creates special problems 
of organization. 


Without attempting to review all the variations, it 
should be pointed out that there is no universal answer 
as to the form of organization which will fit any and all 
situations. You can’t drape a General Motors structure on 
a small manufacturer without having the overhead eat up 
all the profits. On the other hand, you could not run Gen- 
eral Motors with an organization that would fit a pipeline 
operator. 


Businesses range not only from the very small to the 
very large, but also from those performing only single 
functions, such as distributing, to those which are almost 
completely integrated and carry on the manifold functions 
of research, engineering, manufacturing, and selling and 


distribution. The exgantnngion plan best suited to a situ- 
ation is therefore dependent on size, scope, and object- 


ives of the particular enterprise. Needless to say, there 
should always be an organization plan. 


Cardinal Principles of Organization 


Some of the cardinal principles in such a plan are that 
for every position, responsibility should be matched by 
authority. Furthermore, responsibility and authority for 
decision should be placed at the lowest possible level to 


assure prompt and continuing action. .Also, the plan for 
organization structure cannot and must not remain static. 
If the business is changing and growing, organization 
planning should be changing to anticipate future needs. 


There are several necessary steps in the formulation, 
maintenance, and application of a sound and effective 
organization plan. 


The first of these is that top management, including 
the directors and members of executive management, 
establish and clarify fully the current and long-range 
plans and objectives of the business and the policies to 
be observed in attaining the objectives. These require- 
ments would seem to be self-evident. There are very few 
people in any top management who would quarrel with this 
concept. Yet, it is fairly common that agreement with the 
concept has not resulted in effective practice, 


Confusion in organization functioning and unsatisfactory 
results of a business operation frequently can be traced 
to lack of understanding of the objectives and policies 
of the business. That could be the subject of a speech in 
itself. For the purpose of our discussion today, let us as- 
sume that top management has carried out its respon- 
sibility in this regard. Objectives, plans, and policies of 
the business will have been established and defined. Top 
management will have given full recognition to the need 
for measures necessary to achieve and maintain effective 
organization. 


Given that kind of support, where do you start and how 
do you proceed? 


Perhaps it would be helpful for me to tell you how we 
work with our clients in such situations. We start with an 
analysis of corporate objectives and plan the structure 
accordingly. Certain working tools are necessary to enable 
organization planning to be applied at all levels. We as- 
sist in developing these tools and the manner in which 
they are to be used to get results and tokeep the structure 
up to date with changing needs. Let us take up each of 
these steps. 


Analysis and Planning 


One'of the most important steps is for management to 
select someone capable of doing organization analysis 
and planning and give him a place of importance and 
stature in the organization. In a small business these 
duties might very well be carried on by a member of top 
management as a part-time activity. In many well-run, 
medium-sized businesses it is customary to have manage- 
ment personnel engaged full time in this work. In large 
companies there are usually full-time staffs directed by an 
officer of the company. Regardless of size, it is important 
that there be a focal point through which organization and 
personnel planning are directed and coordinated. 


An early requirement for organization planning is to 
establish and clarify the functions, responsibilities, and 
relationships of the executive management team. This is 
often neglected, even in companies which presume to have 
good organization control. All too often, the application 
of organization planning and control starts with the secon- 
dary level of management. When this happens, some con- 
fusion and overlapping at the top will remain and there- 
fore there cannot be full clarification of function, respon- 
sibility, and authority farther down. Consequently, there 
is bound to be duplication, confusion - and even conflict 
- at the lower levels. 


In the early stages of organization planning, manage- 
ment must decide how far it can go in decentralizing 
responsibility, asthority, and control, based on objective 
analysis prepared by the organization planning officer. 


From one standpoint, that of being able to measure pro- 
fit performance, it is ideal to decentralize to the extreme 
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and to place each of the company’s separate activities on 
a self-contained basis. In these instances, a product 
division might be equipped with all of the sales, technical, 


manufacturing, and financial facilities and resources re- 
quired. 


However, from the standpoint of cost, the approach to 
full decentralization may have to be compromised. It is 
really practical only in larger companies. Excessive 
decentralization in smaller companies will result in poor 
utilization of personnel and facilities. The decisions 
relative to decentralization should be based on the needs, 
costs, and future plans of the particular company. 


Even where full decentralization is not practical, the 
organization structure should group related fuctions, pro- 
vide clear lines of authority and responsibility, and dis- 
tinguish between line and staff activities. 


Tools for Organization Planning 


Now with regard to the tools necessary to apply organ- 
ization planning at all levels and thus realize its full 
value - these tools consist of charts of organization, 
position descriptions, and position specifications. 


Organization structure can be visualized and analyzed 
best by the use of charts which depict the relationships 
of various positions, their titles, and the names of indivi- 
duals occupying each position. These charts should show 
the direct and functional relationships of line and staff 
responsibilities at the various levels. To be of greatest 
value, charts should be used not only to record existing 
structure, but to analyze it. The analysis makes it pos- 
sible to plan for improvement so that the structure meets 
current requirements of the business and can be modified 


Charts of existing structure should be supplemented by 
others which represent the ideal. All contemplated person- 
nel changes should be examined to assure that the moves 
are Consistent with the ideal plan. Without such a program, 
changes will be made on the basis of expediency and will 
perpetuate organization errors. 


Another necessary tool for bringing about effective 


organization is the position description and the position 
specification. 


Personnel within an organization can be expected to 
perform satisfactorily only if they have a complete under- 
standing of the duties for which they are held responsible 
and the manner in whichthey are to be performed. Although 
some understanding can be achieved through oral in- 
struction, this method has been found tobe unsatisfactory, 
particularly in larger organizations. It is likely to be done 
on a casual or hit-or-miss basis. Consequently, some 


duties are neglected. Also, duplication and overlapping 
occur. 


Specifying the Responsibilities 


The best solution we have found is the preparation of 
written position descriptions which specify the objectives, 
duties, and responsibilities of all positions. Many benefits 
result from use of such descriptions. 


1. All necessary functions are assigned a definite place 
in the organization. 


2. Line and staff responsibilities are clarified. 
3. It is easier to indoctrinate new incumbents in a position. 


4. Improved performance results when incumbents clearly 
understand their duties and relationships with others. 
5. There is less duplication of effort. 


6. A basis is established for measuring performance. 


7. Information concerning existing duties is available to 
aid in planning for organization improvement and simpli- 
fication. 
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8. Information regarding position duties is available from 
which to establish equitable compensation levels. 


A position description should be accompanied by speci- 
fications that spell out the qualifications required of 
candidates for a job. It is axiomatic that to have the 
duties of a position performed satisfactorily, the person 
assigned must possess the required abilities. A position 
specification helps to get the best man in a job because 
the candidate’s qualifications can be compared directly 
with stated requirements. It is also of value to determine 
the training needs of people who may be potential candi- 
dates for future promotion. 


Using the Tools 


Once these tools are available, how can they be used 
best to achieve effective organization? 


The charts and descriptions should be used first to 
bring about full understanding of the organization and 
responsibilities of the various positions by all person- 
nel. This can be done best by holding discussion meet- 
ings of line and staff personnel throughout the company. 
The place to start is at the president’s level. 


As these clearance meetings are held, organization 
structure, position descriptions, and requirements speci- 
fications should be modified where the discussions indi- 
cate it is necessary. 


The holding of such meetings may appear at first to be 
excessively time consuming. However, in organizations 
where they have been used, the resulting benefits have 
far exceeded the cost of the time required. 


People in the Organization 


As I said before, of equal importance with the organi- 
zation structure is the caliber of the people who man the 
jobs. Among the requirements which must be met to bring 
about and maintain effective organization are: 


1. Periodic review of management and supervisory per- 
formance. There are in existence anumber of good plans 
for making these reviews. I am not going to take up 
your time to discuss them, except to say that to be 
satisfactory in application and to assure acceptance, 
performance ratings should be initiated only after 
position duties and responsibilities have been esta- 
blished and clarified. Also, standards of performance, 
usually included in a sound system of budgetary control 
should have been established. Unless these things are 
done first, an appraisal may reflect poor performance 
or nonperformance of duties which an individual did not 
even recognize as part of his responsibility. 


2. Another requirement with regard to people is the deter- 
mination of existing or future personnel needs. These 
might arise from: 


a. Anticipated and planned growth of the business. 

b. Impending retirements and protection against other 
normal separations. 

c. Required replacements in positions where perfor- 
mance isknowntobe unsatisfactory and the condition 
is not otherwise subject to correction. 

The review to determine personnel needs should esta- 

blish the conditions which exist for all management 

and supervisory positions. Such a review must make 
use of organization charts, position descriptions and 
specifications, and personnel performance ratings. 


3. Still with regard to people . another step in planning 
for effective organization is a personnel development 
program, including the identification and selection of 
candidates for advancement. Individuals with the requi- 
red qualifications or having the possibilities for deve- 
lopment and growth should be selected and designated 
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as candidates for future promotion. When hiring to fill 
key positions is necessary, training should be under- 
taken at lower levels to avoid repetition of the same 
Situation. 


Training Program Necessary 


In the average company there are many people who have 
the qualifications for advancement. However, unless there 
is a program for training and improving these people, many 
of them will not be ready when needed. Therefore, person- 
nel improvement programs are necessary to assure continu- 
ing effective organization. All of the other aspects of or- 
ganization planning are worthless if in the final analysis 
the right people are not available to be put in the right 
jobs. 


Some time ago, in connection with work for one of our 
clients, we made an organization review. The client was 
one of the larger corporations. They had organization 
planning. But a critical weakness existed in personnel 
planning. Appointees to management positions all too 
often had been selected on an expedient basis after the 
need arose. The selection was made as a result of the 
individual’s outstanding performance in a specialized 
field, such as engineering, which however, required con- 
siderably less managerial ability. Many of the appointees 
learned how to carry out their increased responsibilities 
only after some time on the new job. During this period of 
learning, performance was not as good as might have been 
expected if better prepared personnel had been available. 
Some appointees were never fully satisfactory. Others suf- 
fered mentally and physically because of their inability 
to cope with the problems of work for which they were not 
prepared. Of course, the business also suffered. 


The personnel difficulties of this company are not 
unique in industry. No business in which such problems 
prevail can claim to have effective organization, even 
though all other elements of organization planning exist. 
The client referred to took the necessary constructive 
steps to correct the stiuation. Over the past several years 
the business has grown appreciably and is showing much 
improved earnings. This can be attributed in part to having 
the right people ready and available and in the right jobs. 


Compensation Consideration 


One other factor - and a most important one, of course 
- is compensation. Effective organization requires that 
capable people be attracted to the business and retained. 
I do not mean to imply that compensation levels need be 
extremely generous by comparison with competitive sit- 
uations. There are numerous other elements in employment 
and personne! relations which contribute toha ving satis- 
fied and loyal employees. However, most people like to 
feel that they are being paid what their services would 
command elsewhere and that their pay is equitable within 
their own company. This, then, is another area in which 
management must be informed and have the guidance of 
an organized program to exercise sound judgment. 


It is sufficient to say that the best of these provide 
for: 


1. Sound position classification and evaluation, which 
which requires position descriptions. 


2. Appropriate rate ranges for each classification or brac- 
ket, related to outside wage and salary levels. 


3. Competent review of proposed changes. 
4. Policies for administration. 
5. Performance checks. 


In recent years, several important new features in com- 
pensation have appeared. Some of these are pension plans, 


stock option plans, stock purchase plans, profit sharing 
plans, and deferred compensation plas. 


All of these are matters about which a progressive 
management should be informed. Theiruse requires care- 
ful evaluation and study to assure successful long-term 
results. 


Major Considerations 


To sum up, the major considerations that must be recog- 
nized and the kind of action needed for effective organi- 
zation are: 


1. Objectives of the business. What are its purposes, 
policies, and long-range forecasts and plans? 


2. Organization structure. This requires analysis and plan- 
ning, which may be one man or a staff, depending on 
the size of the company. 


3. Tools for organization planning. These are the organi- 
zation charts, position descriptions, and position 
specifications. 


4. People to make the organization work. This requires 
realistic performance review, determination of person- 
nel needs, a development program to supply trained and 
and capable replacements, and an adequate compen- 
sation structure. 


Now, one other item and then I want to talk about the 
particular role you budget officers have in effective or- 
ganization. 


If you have the policies and plans, if you have the 
structure, if you have the people and the necessary con- 
trols, there are still the problems of effective coordination 
and communication. Warren Guthrie will talk about com- 
munication so I will not infringe on his area. Just a word 
however, aboutthe need for coordination and its accom- 
plishment. 


Assuming that people are competent, understand their 
jobs, and that responsibility and authority have been sat- 
isfactorily assigned, then much of the normal coordination 
will be accomplished through routine interchange of in- 
formation. This, however, does not provide for the unusual 
and unique problems that may need consideration by sev- 
eral elements of the organization. These might be taken 
care of by calling. emergency meetings. However, unless 
the problem is urgent, emergency meetings should be 
avoided for the simple reason they can become habit- 
forming. We have all seen situations where one special 
crisis meeting follows another to the point where people 
have no time left to tend to their jobs. That in turn creates 
more crises about which to call more special meetings. 


The orderly vehicle for coordination between several 
segments of an organization takes the form of periodically 
scheduled meetings for specific purposes and in accor- 
dance with a planned and announced agenda. Note par- 
ticularly the statement ‘‘in accordance with a planned 
agenda’’. 


Discussion of all items on the agenda should result in 
a final decision or a plan of action which will assure a 
final decision by a definite date. Unless meetings are run 
in accordance with an agenda and result in decisions, 
they deteriorate into gab fests, with loss of time and ef- 
fort. Unfortunately, the term ‘‘committee action’’ often 
has lost favor because it has been held to be synonomous 
with such gab fests. When properly directed, committee or 
group consideration of policies and plans is a necessary 
and important phase of effective management. When com- 
mittees are a requisite part of management coordination, 
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a charter should be established specifying the committee’s 
function and scope of activity. 


The Budget Of ficer 


Now, having covered the broad subject of organization, 
let us consider how your activities as budget officers con- 
tribute to attaining and maintaining effective organization. 


The budget officer should be the coordinating point for 
planning and control of all elements of profit planning, 
including income, costs, expenses, capital expenditures, 
and profit, as well as for analysis and evaluation of per- 
formance. I believe this is the concept which has been 
adopted by your society. Keep in mind that I gaid the bud- 
get officer should be the coordinating point for these 
activities. It is not necessary that he be in direct charge 
of preparing all the data required for comprehensive bud- 
getary control, including technical forecasts, standards. 
and analyses. The budget officer’s function is usually, 
and correctly, a staff activity and perhaps somewhat 
through tradition is associated with the financial and ac- 
counting segments of the organization. 


To be fully effective, the budget officer should report 
to or be represented at the top management level. He 
should be a broad-gauged executive who has at least a 
general knowledge of all aspects of the business and who 
can deal as an equal with other members of management. 


His first responsibility is the formulation and recom- 
mendation of policies, practices, and procedures for good 
budgetary control. In implementing these policies and 
practices, he must work with management in all segments 
of the organization. He should see to it that all person- 
nel in the organization understand and perform in accor- 
dance with budgetary control requirements. These two 
functions - formulating budget policies and programs and 
bringing about understanding: represent significant ways 
in which the budget officer can contribute to effective or- 
ganization. 


Some other important ways in which budget officers can 
be influential in organization matters are: 


1. Ascertaining that sales forecasts are available in such 
form and frequency to permit the establishment of bud- 
getary plans, standards, and cost and profit projections. 
If such forecasts are adequate for sound budgetary pur- 
poses, they will be satisfactory for pianning all aspects 
of the business, including organization. 


2. Ascertaining that the over-all income, cost, and expen- 
diture plans will result in adequate profits, current 
and long-range, to support the growth of the business. 
After all, it is of some importance in a business that 
someone call to management’s attention that unless 
such adequate profits and growth are provided for there 
will be no permanent need for organization. 


3. Seeing that sound engineering standards are established 
for all elements of wage, salary, and expense costs. 
Many of these standards may be established by other 
segments of the organization, such as industrial engine- 
ering or office methods and procedures. 


Establishing of engineered-budget standards, which 
must include organization and work analysis, will usual- 
ly point out instances where supervisory, technical, and 
clerical skills and capabilities are being misapplied. 
It may indicate that the skills provided are excessive 
or deficient in quality or quantity. Pointing out these 
situations and assisting in formulating plans for cor- 
rection represent important contributions to maintaining 


effective organization. 
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. Seeing that the budget structure is consistent with as- 
signment of responsibility. If budget responsibility can- 
not be clearly assigned to a unit of the organization, 
there is something wrong with the structure or with the 
assignment of duties and responsibilities. All such in- 
stances should be called to management’s attention to 
bring about plans for correction. 


. Analyzing budget performance and assisting in for- 
mulating plans for improvements or other activities, 
which can contribute to improved organization. Un- 
satisfactory performance may very well occur because 
personnel lack the needed abilities or training. Where 
these can be constructively pointed out and improved, 
better organization will result. 


Conclusion 


In closing, permit me to bring in a bit of philosophy 
which relates directly to the budgeting profession. 


We are convinced that the American system is the best 
yet devised to assure human freedom and progress. How- 
ever, it has been and will continue to be under heavy at- 
tack from communism and other conflicting ideologies. 
Therefore, our system cannot stand still. It must continue 
to demonstrate its superiority, and its abilitytobenefit 
all of our people, which requires continued business 
growth and improved living standards. These in turn de- 
mand constant reappraisal and planning, a most important 
portion of which concerns effective organization. 


The successful performance of the functions represented 
by the N.S.B.B. will make a major contribution toward 
achieving effective organization. 


Achievement of Profit Objective Through Reports 
(Continued from page 8) 


supplementary reports in the form coftsidered most usable 
are an integral part of this system. But it is more im- 
portant that the summary of lower echelon activities 
should be presented to the decision-making element of 
management, with emphasis on the profit motive so 
necessary to healthy continuity of the business. It has 
been the purpose of this paper to present the nucleus of 
a system which has proven successful in this respect. 


(Portions of this paper have been drawn from an article 
entitled, ‘‘Reporting for Profit’s Sake,’’ by Ray E. Longe- 
mecker, printed in N.A.C.A. Bulletin of August 1954. 
Ur. Longenecker is controller of the Armstrong Glass 
and Closure Division.) 


Effective Communications in a Changing World 
(Continued from page 11) 


though I am listening.’’ That is still low-level listening. 


In an all too typical industrial office someone comes 
in with a problem. We say, ‘Sit down and tell us about 
it.” We keep on worrying about our own difficulties. 
When our friend stops, we say, ‘‘Go ahead; I’m listening.”’ 
But he knows and we know that we are not, and com- 
munication ends. 


The Levels of Listening 


Sometimes we listen at the third level, but I question 
this is active listening. It’s the level that says, “I can 
hear. I can repeat back important things and further I 
can understand ana will carry out.’? And I am afraid 
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sometimes we are satisfied with that pattern of listening 
in industry. 


I don’t believe we have learned to listen until we 
move the process of listening to the fourth level, which 
is not an easy level to reach. There we can say, “‘I can 
hear, I can understand, I can repeat it back, I can carry 
it out, but I am further going to express my thinking on 
it; | am going to express what I think.’’ Now listening 
suddenly becomes speaking. When we listen by talking 
with our companion, when we actually attend to what he 
says, when we react to it, give it thoughtful consideration 
and judgment, then we have listened. That kind of 
listening is not at all easy to do. That kind of stening 
doesn’t permit you to wool-gather while the other fellow 
exposes his problems. That kind of listening doesn’t 
permit you to get so wrapped up in what you are saying 
that you forget to listen to what is being said by the 
individual on the other side of the desk or around the 
table. That kind of listening involves the most intense 
kind of concentration. 


When we learn to Stop, Look and Listen, in the sense 
of recognizing the difficulty in dealing with language, 
when we learn to begin to study more carefully the 
audiences to which we address material, when we learn 
actually to listen to people, whether they are one or a 
group, then we have begun to develop a true pattern of 
effective communication. 


I regret to say that I can’t recommend a practical kind 
of handbook for further study in this area of listening. It 
is one of the areas in which we in education have been 
derelict in our duties. We have not studied listening with 
the same kind of care and attention we have studied the 
other aspects of communication. I don’t feel we are 
peculiarly at fault though, because our error is represented 
all across all communication levels. We don’t assume 
that if you put a youngster in a room with books he will 
learn to read. We don’t assume that if you put him in a 
room with a pencil he will learn to write. But we assume 
his skill in listening is something that just happens 
because he has lived so long. I think the time has come 
to begin to teach him. 

In our modern world we have to live with two levels of 
communication, but let us not slight one for the benefit 
of the other. Because it is relatively easy to make per- 
manent these things in print, because it is relatively 
secure to send out a memorandum which is carefully 
worded in advance and which represents for all time a 
record of what is said, and because it is much more 
tangible to be able to say to someone, “I worked, sure, 
look at those 300 pages,’ --all of these things lead us 
to live too much in the reading and writing world. I 
would like to suggest, not that we choose the opposite, 
but that we realize that each area is of relatively equal 
importance, 


In the permanent organization of an industrial structure, 
as any other kind of complex structure, there must be a 
written word, so to speak, which stands and can be con- 
sulted and which constitutes a reference point to which 
people can go, a point of refuge in which you can take 
cover if things get too rough and someone says you 
didn’t do as you were supposed to. You have got to have 
it. But there is also the spoken word. Let’s not sell the 
speaking and listening world short as an essential part 
of the communication pattern. 


Let’s. “‘stop’’ then, stop thinking of language as being 
easy--it’s tough. Let’s ‘‘look,’’ in the sense of orienting 
all communication to the listener and reader, rather than 
to ourselves. And let’s “‘listen.’’ Let’s give communi- 
cation the opportunity to carry through its total cir- 
culatory response. When we do that, I think we will have 
an effective pattern of communication. 

THE END 
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WHAT’S NEW IN NSBB CHAPTER CHARTERS! TWO CHARTERS ADDED. 


As the above pictures testify, it was a double-header on the West Coast in June. E. ‘‘Buck’’ Mauck, Past National 


President, is shown presenting the ‘‘new’’ charters to the Chapter Presidents of our two latest chapters — San Diego and 
San Francisco-Bay Area. 


The gentlemen in the picture on the left are, left to right, Joseph R. Lannom, Treasurer, San Diego Chapter; Ross D. 
Stevens, President, San Diego Chapter; E. ‘‘Buck’’ Mauck, Past National President; and William M. Fischer, Secretary, 


San Diego Chapter. | eo 
The picture on the right shows “‘Buck’’ handing the San Francisco-Bay Area charter to A. D. Moor, President of the new re | 
chapter. 


All chapter presidents have been advised by Mel Aichholz, National Secretary, to forward to him, the date shown on their 


chapter’s charter, and a list of charter members, so that he can have charters similar to the ones shown above made for Byes 
each chapter in the NSBB organization. Be 


The San Francisco Bay Area Chapter was presented in all future issues of Business Budgeting, and we will - 
their charter on June 13, 1956. The initial meeting was providing that material is available to fill the allotted 
attended by seventeen charter members and their guests. space. At the last National Director’s meeting it was 
An opening talk by Mr. A. D. Moor (President of the new suggested by Les Hawkins, a member-at-large, that we 
chapter) explained to the members and guests the bene- reprint some of the synopses of chapter talks which are 
fits that can be derived from this type of an organization, very adequately covered in the local chapter newsletters 
and the future goalsof the San Francisco Chapter. for the local members, but which would prove stimulating 


E. G. Mauck (Past National President) who made the 
charter presentation to Mr. Moor. 


izing in January, L956, and was the first chapter to be 
in operation on the West Coast. Since the formation of 
the San Francisco chapter, a chapter in San Diego was 
presented their charter. 


company affiliations follows: JAMES L. TURPIN — INDIANAPOLIS CHAPTER 
Kyle M. Barriger - Ampex Corporation “The Indianapolis Chapter monthly meeting held 
A. E. Ellison - The Pacific Telephone & Telegraph Co. April 3, 1956 proved to be extremely interesting as well 
W. P. Feiten - United Air Lines, lac. as thought-provoking and educational. The speaker, Mr. 
Hecter Gardiner - Schlage Lock Co. Richard Palmer, from our neighbor Chapter, Louisville, 
Charles Herold - Pan American World Airways, Inc. conducted a session which not only highlighted some 
Pasncli Johnstons - Verlen Associates new phases of budgeting but prompted many questions 
F. Sydney Lodge - Ampex Corporation from the audience of around forty members and guests. 
Glen H. Moar - Fibreboard Products Inc. Dick’s introduction, by illustrating with chemicals 
Cecil F. Peirano - Crown Zellerbach Corporation the change from red to blue and blue to red, aroused 
John O. Petersen - Standard Oil Co. of California immediate interest in the subject of the break-even 
V. E. Peterson - Magna Power Tool Corp. concept. After showing from charts the various aspects 
Lee G. Phillips - Lenkurt Electric Co., Inc. of the break-even, Dick proceeded to point out 
Allan M. Ringel - Crown Zellerbach Corporation 


Howard E. Williams - Continental Can Co., Inc. 
Williams W. Winans - Dalmo Victor Company 
Arthur D. Moor - United Air Lines, Inc. 


Villiem Kehn ” product mix, purchases of fixed assets, price changes, 


N.S.B.B. CHAPTERS ON WEST COAST NOW NUMBER EXCERPTS FROM CHAPTER NEWSLETTERS nee 
TWO AS SAN FRANCISCO CHAPTER IS CHARTERED wee 


We hope to be able to print the above column heading 


for the entire membership. Since we aim to please, the 
Editor is allotting space in all future issues for reprints 
of chapter discussions which are described in their 
chapter newsletters. 


Mr. H. E. Williams, Vice President, introduced Mr. 


The San Francisco Bay Area Chapter started organ- The reprints will be exact, and will reflect the report- 


ing style of the local newsletter editors. So, put your 
best foot forward, ye chapter newsletter editors, and 
we will see you in print. 


First off, it’s the reporting of 
A complete list of the charter members, and their 


two disadvantages of this theory: (1) What may be the 
point at which losses turn to profits and profits to 
losses today can be altered tomorrow by changes in 
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etc.; and (2) The cost line is not in actual practice a 
straight line, but is a curved line with a plateau some- 
where around 50 — 80% of plant capacity. 


He then displayed by more charts a new approach in 
profit planning. This consists of long-range, i.e., five 
to ten year forecasting, with an eye to what the stock- 
holder will expect in return on his investment. When it is 
known what will attract investors in the business, then 
profits, costs, growth and all future planning can be 
dovetailed within this framework of financial budgeting. 
In order to keep informed as to actual progress forward 
this goal, periodic ‘thow are we doing’’? charts were 
presented. The point was well driven home: Plan your 
profits and business growth around what investors 
expect. from their dollars placed in your company. This 
can be a more practical break-even guide between the 
red of lasses and the blue of profits than any other 
criterion.’’ 


Next — It’s the reporting of: 


DON O’DELL — NEW YORK CHAPTER. 


‘The biggest attendance of the season, 60 members 
and guests, turned out for the April meeting to listen in 
on the proponents of two methods of evaluating capital 
expenditures. In one corner was Ray Serenbetz of General 
Foods Corporation, and in the other corner was John 
Schultz of the Atlantic Refining Company. The moderator, 
or should we say referee, was Gordon Shillinglaw, 
Assistant Professor at MIT, who is very qualified in 
his own right, having written articles and delivered many 
lectures on capital budgeting while with Joel Dean 
Associates. 


Ray Serenbetz led off with a description of the way 
General Foods Corporation plans and evaluates their 
capital budget program. General Foods Corporation uses 
a more or less conventional accounting system that 
points up both the pay-back period and the return on the 
investment. Their Capital program is tied into their 
overall budget planning program but is presented to 
management at a different time than their P & L budgets, 
to avoid giving top management too big a dose of budgets 
at one time. The capital budget program consists of the 
following steps: (1) Sifting process, (2) Evaluation, (3) 
Follow-Up, (4) Rationing of Capital, (5) Flow of Capital. 


One point that General Foods Corporation recognizes 
in their capital budgeting is that the return on investment 
varies’ for different divisions and that a fixed standard 
cannot be applied to all projects. 


John Schultz is one of the strong advocates of the 
Investor’s Method of evaluating capital expenditures. 
He has worked closely with his predecessor as Atlantic 
Refining Company, Horace Hill, and has written numerous 
articles on this subject. John speaks with such sincerity 
and is so convincing in his manner that it is quite 
possible that before long he might win all companies 
over to the Investor’s Method. 


After taking a few jabs at Ray Serenbetz in regard to 
the timing of the capital budget and varying tolerances of 
return on the investment for various divisions within a 
company, John got down to the description of the In- 
vestor’s Method of measuring the return on capital ex- 
penditures as it is used in Atlantic Refining Company. 


John showed how the Investor’s Method recognizes 
the earning curve of an investment over its lifetime 
which is a very important consideration in determining 
the fet return on investment. He feels that the con- 
ventional accounting method in not considering the time 
of the earnings is apt to give a misleading rate of return. 


Some of the interesting points that John left with the 
audience were: 


1) the necessity of using real values and not book 
values in computing the return on investment, 

2) risk should be incorporated in the earnings curve 
and not be introduced as an arbitrary figure, 

3) even though the incremental return of an investment 
is very high, an investment should not be made if the 
net return on the overall operation is still not equal to 
the cost of capital, and 


4) when evaluating capital investments, ask yourself 
these questions: 
a) what would happen if the investment was not 
made, and 
b) what would happen if the investment was post- 
poned for a year? 


A very interesting and lengthy question and answer 
period followed the discussions. One point that was 
kicked around by both the audience and speakers for a 
considerable time was the method of determining the 
cost of capital. One method of determining this cost, as 
explained by John Schultz, is to average the cost of the 
liability side of the balance sheet, that is, net worth, 
debentures, long-term loans and short-term loans.”’ 


We are still in the East with 


EARL WILLIAMS — NORTH JERSEY CHAPTER 


**The subject orginally scheduled for this meeting was 
‘The Budget Director and Electronic Computors.’’ Due 
to the sudden illness of our scheduled speaker, Mr. 
William B. Rohrbach of the Monroe Calculating Machine 
Company substituted and spoke on the subject of ‘‘In- 
tegrated Data Processing Equipment.”’ 


*‘Despite the short notice and lack of preparation time, 
Mr. Rohrbach gave an excellent talk on the uses and 
advantages of Integrated Data Processing Equipment or 
Common Language Equipment as it is sometimes known. 


The basic advantages of this equipment are as follows: 


1. Original information is recorded at the point of 
origin in a mechanical form. 
2. Once in mechanical form, information is processed 
exclusively in a mechanical manner. 
a. After original information is proved in, the 
possibilities of human error are eliminated in 
future handling. 
3. All processing of information is integrated so that 
original information in mechanical form serve all 
subsequent applications. 


In order to mechanize data processing a common langu- 
age is required to mechanically transfer information be- 
tween the various types of machines and between machines 
of different manufacturers. 


The machine operators used to be the translation link 
between machines and information. The five hole punch 
tape now becomes the common language link between the 
original recording of the information and all subsequent 
handling. This five channel tape is punched in the uni- 
form communications code. Office machines now using 
the same code include adding machines, typewriters, 
calculators, tape to punched card and punched card to 
tape equipment. Since this code_has always been the 
standard of our telegraph systems, five channel tapes 
can easily be transmitted. 


The five channel tape may later be changed to eight 
channel to afford greater flexibility. 


We were all very enlightened by Mr. Rohrbach’s talk 
and the many questions from the floor proved the time- 
liness of the subject. 


WHO SAID, “THERE'S NONE SO GLUM AS A BUDGET MAN’S WIFE?” 


The wives of members attending the National Convention at Cleveland make-up this pretty picture. Since we were not able 
to identify everyone in the picture, we thought it best to omit all names. You can imagine what trouble we could cause in 
certain members’ household, if we were to identify so-and-so as so-and-so, and it really wasn’t so-and-so at all, it was so- 
and-so. ff you know what we mean. Anyway they added charm to the festivities, and seemed to, be enjoying themselves 
immensely. 
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THE CANDID CAMERAMAN CATCHES SOME INTIMATE CONFERENCE GLIMPSES 


Empty glasses and smiling faces. 
There were no strangers by the time 
this Conference ended! 
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